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LESSONS LEARNED IN RISK MANAGEMENT 
OVERSIGHT AT FEDERAL FINANCIAL 
REGULATORS 


WEDNESDAY, MARCH 18, 2009 

U.S. Senate, 

Subcommittee on Securities, Insurance, and 

Investment, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Subcommittee met at 3:34 p.m., in room SD-538, Dirksen 
Senate Office Building, Senator Jack Reed (Chairman of the Sub- 
committee) presiding. 

OPENING STATEMENT OF SENATOR JACK REED 

Senator Reed. Let me call the hearing to order. Let me first 
apologize for the extra delay. We were engaged in voting, and these 
things take longer than we usually expect, but thank you very 
much. 

I want to thank you all for joining us here today. This financial 
crisis has demonstrated that, contrary to the presumption of many, 
financial institutions were unprepared and in many cases incapable 
of adequately assessing the risks that they were bearing on their 
books. The governance structures, the firm managers, and sophisti- 
cated models all failed to capture the magnitude of the risks that 
were building. Now the mistakes and poor risk management by 
these financial institutions and their regulators have become the 
taxpayers’ problems, with the effects spiraling through the broader 
global economy. 

The trillions of dollars in losses stand as witness to the many 
failures of risk management at these firms. Blame must primarily 
be placed at the feet of these financial institutions which gambled 
and then cashed in on exorbitant transaction fees for creating ex- 
otic new financial products. 

The guiding presumption of many, including former Federal Re- 
serve Chairman Alan Greenspan, was that self-interest would keep 
these firms from engaging in overly risky behavior; and if that was 
not sufficient, then surely market discipline would rein in excesses. 
But, in reality, both proved inadequate to constrain excessive risk 
taking. The drive for short-term profits led to irrational behavior 
that affected many, not just a few firms. 

When self-interest and market discipline break down, we hope 
that the safety net of regulators will guide us out of the storm. 
However, if the people engaging in these complex transactions did 

( 1 ) 
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not understand the risk, the regulators, it appears, based upon the 
report we have been given today, might have known even less. The 
capacity to conduct oversight of the risk management function at 
these firms was in many cases lacking. 

During the good times, when all the excesses were building up, 
the regulators did not press hard enough. Yet it is during these 
times that it is most important, as excesses encourage a sense of 
fearlessness about risk taking, that the regulators act promptly to 
constrain the exuberance. 

Perhaps more fundamentally, the regulators should be asking 
hard questions. When new financial products are drawing in un- 
precedented profits, they should be asking pointed questions about 
the cash-flows and how the products work, including how they per- 
form in good times and bad. Reverse engineering these products is 
critical if regulators are to understand how they operate and know 
their embedded risk. 

Regulators also need a firm-view on risk. As we heard in testi- 
mony last week concerning AIG, the firm stopped offering credit 
default swaps on CDOs and mortgage-backed securities in one area 
of the firm, at the same time it started risky securities lending in 
another area of the firm. 

Another bank claimed it was never involved in subprime lending, 
yet it was buying mortgage lenders engaged in the practice and 
securitizing such products. 

Last June, I called a similar hearing to discuss risk management 
and its implications for systemic risk. Unfortunately, further 
variances in risk management have taken place since that time. 

The purpose of this hearing is to bring to light the specific prob- 
lems and to find a positive way forward. This hearing is particu- 
larly important given the need for swift and yet deliberate regu- 
latory reform. 

GAO at my request, after last June’s risk management hearing, 
undertook a study of the risk management function of those regu- 
lators responsible for large financial institutions. GAO reviewed a 
sample of large, complex financial institutions to determine what 
the regulators knew, when they knew it, and what changes were 
requested as a result of the regulatory examinations and inquiries. 
While GAO will be sharing this in testimony, I wanted to highlight 
a few findings that I found particularly troubling. 

Regulators found problems as early as 2005, 4 years ago, with 
the risk management systems at large, complex financial institu- 
tions, but often were not aggressive in insisting on changes at 
firms until market events made the problem self-evident. 

A Federal Reserve review conducted in 2006 concludes that no 
large, complex financial institutions they reviewed had sufficient 
enterprise-wide stress tests to determine what economic or other 
scenarios might render the entire company insolvent. Moreover, 
many large, complex financial institutions could not sufficiently 
measure or manage all of their risk at a consolidated level; rather, 
they focused on risk within various subsidiaries without looking at 
the health of the entire holding company. Even knowing this, regu- 
lators did not significantly change their ratings of such firms until 
the crisis emerged. 
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Because of the sensitive nature of the information, I would ask 
that my colleagues avoid asking about any currently ongoing finan- 
cial institution by name. Instead, I think the focus here is on the 
performance of the regulator and also in general the performance 
of these regulated entities. 

The GAO’s review comes at an important time in our history. It 
is the kind of deep analysis that should guide us forward as we 
take up questions on regulatory reform that will serve as the foun- 
dation for financial oversight as we go forward. In short, major reg- 
ulatory reform is coming. I hope that we can learn from what has 
transpired, move forward with a stronger safety net, and build a 
strong financial system. 

At this time, I would like to recognize the Ranking Member, Sen- 
ator Banning. Senator. 

STATEMENT OF SENATOR JIM RUNNING 

Senator Bunning. Thank you. Chairman Reed. This is my first 
hearing working with you on this Subcommittee. I am glad to be 
here, and I look forward to working with you for years to come. 

I think what we are going to hear today from our witnesses is 
that failures in risk management that contributed to our current 
economic crisis were not just the result of problems with our laws 
or poor decisions by firms. No, there was also a failure by regu- 
lators to recognize the dangers and, even worse, a lack of will to 
do something about the problems that they did find. 

Mr. Chairman, I find that deeply troubling. I also find the exam- 
ple of the 2006 Federal Reserve study mentioned in the report to 
be extremely troubling. The Fed found that none of the institutions 
it looked at had stress tests that covered the entire company and 
none of the tests to see what would make them insolvent. That is 
bad and shows the irresponsibility of the firms. But as far as I can 
tell, the Fed also did little or nothing about it. That is worse and 
should throw cold water on the idea of some that the Fed should 
be the new risk regulator. 

I find the admission by some regulators to GAO that they did not 
understand the real risk or the importance of contributing factors 
to be refreshing, but still very troubling. Those admissions should 
raise questions about whether we can ever create a risk regulator 
that will understand and act to stop systemwide risk. In a system 
of “too big too fail” when market discipline has been removed by 
bailouts, we have to rely on regulators to make sure firms do not 
get into trouble. 

But if our regulators are unable to find problems and unwilling 
to do something about them, we are in real trouble, and maybe we 
need to reconsider the whole concept of relying on regulators to be 
the last line of defense against all problems. 

Why should we think a few changes in the law will magically 
make them more effective the next time around? We can try to fix 
problems with our current system, but we cannot legislate will or 
competency. Instead, we need to build a system where everyone is 
accountable and has incentives to perform due diligence, a sort of 
check-and-balance, so if any one party does not do so, it will not 
lead to an overall failure. 
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The system also needs to be robust enough to handle the failure 
of individual firms, and we should assume that firms will fail, be- 
cause they do. To handle that, we need to improve the authority 
of regulators to take control of and shut down failing firms through 
some type of orderly bankruptcy. We also need to hold directors 
and executives accountable. If everyone knows they will face the 
consequences of their actions, they will be more careful in the fu- 
ture. I think that will go a long way in the future to creating a sta- 
ble financial system than rearranging the furniture downtown at 
various regulators. 

Again, thank you, Mr. Chairman. I am looking forward to hear- 
ing from the witnesses. 

Senator Reed. Thank you. Senator Running. I, too, look forward 
not only to hearing from the witnesses, but working with you on 
this Subcommittee. Thank you very much. 

Let me introduce our panel. Ms. Orice Williams is the Director 
of the Financial Markets and Community Investment group at the 
Government Accountability Office. 

Mr. Roger Cole is Director of the Division of Banking Supervision 
and Regulation, Federal Reserve Board. 

Mr. Timothy Long is the Senior Deputy Comptroller, Bank Su- 
pervision Policy and Chief National Bank Examiner for the Office 
of the Comptroller of the Currency. 

Mr. Scott Polakoff is the Acting Director of the Office of Thrift 
Supervision. 

And Dr. Erik Sirri is the Director, Division of Trading and Mar- 
kets, U.S. Securities and Exchange Commission. 

All of your testimony will be made part of the record. You may 
summarize if you wish. In fact, that is encouraged. And I under- 
stand both Ms. Williams and Mr. Polakoff have had a long day of 
testimony, so thank you particularly for waiting and being with us 
today. 

Ms. Williams, would you please begin? 

STATEMENT OF ORICE M. WILLIAMS, DIRECTOR, FINANCIAL 

MARKETS AND COMMUNITY INVESTMENT, GOVERNMENT 

ACCOUNTABILITY OFFICE 

Ms. Williams. Mr. Chairman and Ranking Member Running, I 
am pleased to be here today to discuss lessons learned from risk 
management oversight at large, complex institutions. At your re- 
quest, we initiated work in December to review the risk manage- 
ment oversight of large institutions by the banking and securities 
regulators, namely, the Federal Reserve, the Office of the Comp- 
troller of the Currency, the Office of Thrift Supervision, the Securi- 
ties and Exchange Commission, and FINRA. 

Our objectives were to: one, identify how regulators oversee risk 
management at large institutions; two, identify the extent to which 
regulators identified shortcomings in risk management at selected 
institutions prior to the financial crisis; and, three, how some as- 
pects of the regulatory system may have contributed to or hindered 
their oversight. 

However, I need to note that Section 714 of the Federal Banking 
Agency Audit Act generally prohibits GAO from disclosing non- 
public information about an open bank. Therefore, I will not dis- 
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close the banking institutions included in our sample or provide de- 
tailed information obtained from the examinations or interviews 
with examination staff. 

First, we found the regulators generally maintained continuous 
contact with large complex institutions using a risk-based examina- 
tion approach that aims to identify areas of risk and assess these 
institutions’ risk management systems. But the approaches of the 
banking and securities regulators varies somewhat. 

Likewise, the regulators generally use a combination of tools and 
activities to assess the quality of risk management. For example, 
bank examiners review the activities, products, and services that 
an institution engaged in to identify risk and then, through contin- 
uous monitoring and targeted examinations, assess how the insti- 
tution manages those risks. When regulators identify weaknesses 
in risk management at an institution, they have a number of for- 
mal and/or informal supervisory tools they can use for enforcement 
and to effect change. 

For the examinations we reviewed, we found that regulators had 
identified numerous weaknesses in institutions’ risk management 
systems prior to the beginning of the financial crisis. However, reg- 
ulators did not effectively address the weaknesses or in some cases 
fully understand their magnitude until the institutions were 
stressed. In hindsight, the regulators told us that they had not 
fully appreciated the risks to the institutions or the implications of 
the identified weaknesses for the stability of the overall financial 
system. 

We also found that some aspects of the regulatory system may 
have hindered regulators’ oversight of risk management. For exam- 
ple, no regulator systematically and effectively looks across all 
large, complex institutions to identify factors that could have a de- 
stabilizing effect on the overall financial system. 

In closing, I will share a few observations. 

First, while an institution’s risk managers directors, and audi- 
tors, all have key roles to play in effective corporate governance, 
regulators, as outside assessors of the overall adequacy of the sys- 
tem of risk management, also have an important role in assessing 
risk management. Yet the current financial crisis has revealed that 
many institutions had not adequately identified, measured, and 
managed all core components of sound risk management. We also 
found that for the limited number of large, complex institutions we 
reviewed, the regulators failed to identify the magnitude of these 
weaknesses, and that when weaknesses were identified, they gen- 
erally did not take forceful action to prompt these institutions to 
address them. 

Second, while our recent work is based on a limited number of 
institutions, these examples highlight the significant challenges 
regulators face in assessing risk management systems at large, 
complex institutions. While the painful lessons learned during the 
current crisis bolster market discipline and regulatory authority in 
the short term, effective regulation requires that regulators criti- 
cally assess their regulatory approaches, especially during good 
times, to ensure that they are aware of potential regulatory blind 
spots. This means constantly re-evaluating regulatory and super- 
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visory approaches and understanding inherent biases in regulatory 
assumptions. 

While we commend recent supervisory efforts to respond to the 
current crisis, the new guidance we have seen tends to focus on 
issues specific to this crisis rather than on broader lessons learned 
about the need for more forward-looking assessments and on the 
reasons that regulation failed. 

Finally, the current institution-centric approach has resulted in 
regulators all too often focusing on the risks of individual institu- 
tions and regulators looking at how institutions are managing indi- 
vidual risks, while missing the implications of the collective strat- 
egy which is premised on the institution having little liquidity risk 
and adequate capital. Whether the failures of some institutions ul- 
timately come about because of a failure to manage a particular 
risk, such as liquidity or credit risk, these institutions often lack 
some of the basic components of good risk management, for exam- 
ple, having boards of directors and senior managers set the tone for 
proper risk management across the enterprise. 

Mr. Chairman, Ranking Member, this concludes my oral state- 
ment, and I would be happy to answer any questions at the appro- 
priate time. 

Senator Reed. Thank you, Ms. Williams. 

Mr. Cole, please. Is your microphone on, Mr. Cole? 

Senator Running. Would you put your microphone up to your 
mouth a little closer? 

Senator Reed. Thank you. 

STATEMENT OF ROGER T. COLE, DIRECTOR, DIVISION OF 

BANKING SUPERVISION AND REGULATION, BOARD OF GOV- 
ERNORS OF THE FEDERAL RESERVE SYSTEM 

Mr. Cole. Chairman Reed, Ranking Member Running, it is my 
pleasure today to discuss the state of risk management in the 
banking industry and the steps taken by supervisors to address 
risk management shortcomings. 

The Federal Reserve continues to take vigorous and concerted 
steps to correct the risk management weaknesses at banking orga- 
nizations revealed by the current financial crisis. In addition, we 
are taking actions internally to improve supervisory practices ad- 
dressing issues identified by our own internal review. 

The U.S. financial system is experiencing unprecedented disrup- 
tions that have emerged with unusual speed. Financial institutions 
have been adversely affected by the financial crisis itself, as well 
as by the ensuing economic downturn. 

In the period leading up to the crisis, the Federal Reserve and 
other U.S. banking supervisors took several important steps to im- 
prove the safety and soundness of banking organizations and the 
resilience of the financial system, such as improving banks’ busi- 
ness continuity plans and the compliance with the Rank Secrecy 
Act and anti-money-laundering requirements after the September 
11 terrorist attacks. 

In addition, the Federal Reserve, working with the other U.S. 
banking agencies, issued several pieces of supervisory guidance be- 
fore the onset of the crisis such as for nontraditional mortgages, 
commercial real estate, and subprime lending, and this was to 
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highlight the emerging risks and point bankers to prudential risk 
management practices they should follow. 

We are continuing and expanding the supervisory actions men- 
tioned by Vice Chairman Kohn last June before this Subcommittee 
to improve risk management at banking organizations. While addi- 
tional work is necessary, supervised institutions are making 
progress. Where we do not see sufficient progress, we demand cor- 
rective action from senior management and boards of directors. 

Bankers are being required to look not just at risks from the 
past, but also to have a good understanding of their risks going for- 
ward. For instance, we are monitoring the major firms’ liquidity po- 
sitions on a daily basis, discussing key market developments with 
senior management and requiring strong contingency funding 
plans. We are conducting similar activities for capital planning and 
capital adequacy, requiring banking organizations to maintain 
strong capital buffers over regulatory minimums. 

Supervised institutions are being required to improve their risk 
identification practices. Counterparty credit risk is also receiving 
considerable focus. In all of our areas of review, we are requiring 
banks to consider the impact of prolonged, stressful environments. 

The Federal Reserve continues to play a leading role in the work 
of the Senior Supervisors Group whose report on risk management 
practices at major U.S. and international firms has provided a tool 
for benchmarking current progress. Importantly, our evaluation of 
banks’ progress in this regard is being incorporated into the super- 
visory exam process going forward to make sure that they are com- 
plying and are making the improvements we are expecting. 

In addition to the steps taken to improve banks’ practices, we are 
taking concrete steps to enhance our own supervisory practices. 
The current crisis has helped us recognize areas in which we can 
improve. Vice Chairman Kohn is leading a systematic internal 
process to identify lessons learned and develop recommendations. 
As you know, we are also meeting with Members of Congress and 
other Government bodies, including the Government Accountability 
Office, to consult on lessons learned and to hear additional sugges- 
tions for improving supervisory practices. 

We have already augmented our internal process to disseminate 
information to examination staff about emerging risks within the 
industry. Additionally, with the recent Federal Reserve issuance of 
supervisory guidance on consolidated supervision, we are not only 
enhancing the examination of large, complex firms with multiple 
legal entities, but also improving our understanding of markets 
and counterparties, contributing to our broader financial stability 
efforts. 

Looking forward, we see opportunity to improve our communica- 
tion of supervisory expectations to firms we regulate to ensure 
those expectations are understood and heeded. We realize now 
more than ever that when times are good and when bankers are 
particularly confident, we must have even firmer resolve to hold 
firms accountable for prudent risk management practices. 

Finally, despite our good relationship with fellow U.S. regulators, 
there are gaps and operational challenges in the regulation and su- 
pervision of the overall U.S. financial system that should be ad- 
dressed in an effective manner. 
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I would like to thank you and the Suhcommittee for holding this 
second hearing on risk management, a crucially important issue in 
understanding the failures that have contributed to the current cri- 
sis. Our actions with the support of Congress will help strengthen 
institutions’ risk management practices and the supervisory and 
regulatory process itself — which should, in turn, greatly strengthen 
the banking system and the broader economy as we recover from 
the current difficulties. 

I look forward to answering your questions. 

Senator Reed. Mr. Long. 

STATEMENT OF TIMOTHY W. LONG, SENIOR DEPUTY COMP- 
TROLLER, BANK SUPERVISION POLICY AND CHIEF NA- 
TIONAL BANK EXAMINER, OFFICE OF THE COMPTROLLER 

OF THE CURRENCY 

Mr. Long. Chairman Reed, Ranking Member Running, my name 
is Tim Long. I am the Senior Deputy Comptroller for Bank Super- 
vision Policy at the OCC. I appreciate this opportunity to discuss 
the OCC’s views on risk management and the role it plays in banks 
we supervise, the weaknesses and gaps that we have identified in 
risk management practices and the steps we are taking to address 
those issues, and how we supervise risk management at the largest 
national banks. 

Recent events have revealed a number of weaknesses in banks’ 
risk management processes that we in the industry must address, 
and we are taking steps to ensure this happens. More importantly, 
these events have reinforced that even the best policy manuals and 
risk models are not a substitute for a strong corporate governance 
and risk management culture, a tone and approach to business 
that must be set at the top of the organization and instilled 
throughout the company. 

While risk management practices are legitimately the focus of 
much current attention, risk management is hardest when times 
are good and problems are scarce. It is in those times when bank 
management and supervisors have the difficult job of determining 
when accumulating risks are getting too high and that the foot 
needs to come off the accelerator. These are never popular calls to 
make, but in retrospect, we and bankers erred in not being more 
aggressive in addressing our concerns. 

However, we must also not lose sight that banks are in the busi- 
ness of managing financial risks. Banks must be allowed to com- 
pete and innovate, and this may at times result in a bank incur- 
ring losses. The job of risk management is not to eliminate risk, 
but to ensure that those risks are identified and understood so that 
bank management can make informed choices. 

Among the lessons we have learned are: Underwriting standards 
matter, regardless of whether the loans are held or sold. Risk con- 
centrations can excessively accumulate across products and busi- 
ness lines. Asset-based liquidity is critical. Back-room operations 
and strong infrastructure matters. And robust capital and capital 
planning are essential. 

As described in my written testimony, we are taking steps to ad- 
dress all of these issues. Because the current problems are global 
in nature, we are working closely with my colleagues here and 
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internationally. Critical areas of focus are on improved liquidity 
risk management, stronger enterprise-wide risk management, in- 
cluding rigorous stress testing, and further strengthening the Basel 
II capital framework. 

Risk management is a key focus of our large bank supervision 
program. Our program is organized with a national perspective. It 
is centralized and headquartered in Washington and structured to 
promote consistent and uniform supervision across the banking or- 
ganizations. We establish core strategic objectives annually based 
on emerging risks. These objectives are incorporated into the super- 
visory strategies for each bank and carried out by our resident on- 
site staff with assistance from specialists in our Policy and Eco- 
nomics Unit. 

Examination activities within a bank are often supplemented 
with horizontal reviews across a set of banks. This allows us to 
look at trends not only within but across the industry. 

Throughout our resident staff, we maintain an ongoing program 
of risk assessment and communication with bank management and 
the board of directors. Where we find weaknesses, we direct man- 
agement to take corrective action. For example, we have directed 
banks to make changes in personnel and organizational structures 
to ensure that risk managers have sufficient stature and ability to 
constrain business activities when warranted. 

Through our examinations and reviews, we have directed banks 
to be more realistic about recognizing credit risks, to improve their 
valuation techniques for certain complex transactions, to aggres- 
sively build loan loss reserves, to correct various risk management 
weaknesses, and to raise capital as market opportunities permit. 

Finally, the Subcommittee requested the OCC’s views on the 
findings that Ms. Williams from the GAO will be discussing with 
you today. Because we only recently received the GAO’s summary 
statement of findings, we have not had an opportunity to review 
and assess their full report. We take the findings from GAO very 
seriously, and we would be happy to provide the Subcommittee 
with a written response to this report once we receive it. 

My preliminary assessment based on the summary we were pro- 
vided is that the GAO raised a number of legitimate issues, some 
of which I believe we are already addressing; and others, as they 
pertain to the OCC, may require further action on our part. 

Thank you, and I will be happy to answer questions you may 
have. 

Senator Reed. Thank you. 

Mr. Polakoff, please. 

STATEMENT OF SCOTT M. POLAKOFF, ACTING DIRECTOR, 
OFFICE OF THRIFT SUPERVISION 

Mr. Polakoff. Good afternoon. Chairman Reed, Ranking Mem- 
ber Running. Thank you for inviting me to testify on behalf of OTS 
on the lessons the current economic crisis has taught us about risk 
management. 

The topic is timely and important because, as you know, the 
heart of bank supervision is in monitoring for risks, to help prevent 
them from endangering the health of regulated financial institu- 
tions. Some of the risks I will discuss today not only endangered 
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institutions during this crisis, but played major roles in some fail- 
ures. 

The financial crisis has had serious consequences for our econ- 
omy and for public confidence in the safety of their bank accounts 
and investments. This confidence and the trust it engenders are 
necessary for both the smooth operation of our financial system 
and the larger economy. Restoring confidence is essential to achiev- 
ing full economic recovery. 

In my comments today, I will focus on three risks that I think 
are most significant: concentration risk, liquidity risk, and the risk 
to the financial system from unevenly regulated companies, indi- 
viduals, and products. Shortcomings in responding to each of these 
risks have significant consequences. 

Let me start with concentration risk, which is basically the risk 
of a financial institution having too many of its eggs in one basket. 
If something bad happens to that basket, the institution is in trou- 
ble. Although concentration risk is one of the main risks that our 
examiners traditionally watch closely, the current crisis exposed a 
new twist to concentration risk, and the OTS has acted to address 
that risk. 

The new twist was the risk of a business model heavily reliant 
on originating mortgage loans for sale into the private label sec- 
ondary market. The freeze-up in this market for private label mort- 
gage-backed securities in the fall of 2007 exposed this risk for insti- 
tutions with an originate-to-sell business model. Their warehouse 
and pipeline loans could no longer be sold and had to be kept on 
their books, causing severe strain. 

To prevent this problem in the future, the OTS reviewed all of 
its institutions for exposure to this risk, updated its examination 
handbook in September 2008, and distributed a letter to the chief 
executive officers of OTS-regulated thrifts on best practices for 
monitoring and managing this type of risk. 

The financial crisis also taught us lessons about liquidity risk 
when some of our institutions experienced old-fashioned runs on 
the bank by panicked customers. In some cases, the size and speed 
of the deposit withdrawals were staggering. The event showed that 
the prompt corrective action tool created to prevent a gradual ero- 
sion of capital during the financial crisis of the late 1980s and early 
1990s is inadequate to address a rapidly accelerating liquidity cri- 
sis. Rather than seeking a new type of prompt corrective action for 
liquidity. Federal banking regulators plan to issue guidance to ex- 
aminers and financial institutions to incorporate lessons learned on 
managing liquidity risk. 

Finally, I would like to discuss the risk to the financial system 
and the larger economy by companies, individuals, and products 
that are not regulated at the Federal level or, in some cases, at any 
level. These gaps in regulation are, in my mind, the root cause of 
the crisis. If you could distill the cause to a single sentence, I think 
it would be this: Too much money was loaned to too many people 
who could not afford to pay it back. 

The simple lesson is that all financial products and services 
should be regulated in the same manner, whether they are offered 
by a mortgage broker, a State-licensed mortgage company, or a fed- 
erally regulated depository institution. To protect American con- 
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sumers and safeguard our economy, consistent regulation across 
the financial services landscape is essential. 

Thank you again, Mr. Chairman, for having us here today. I look 
forward to answering your questions. 

Senator Reed. Thank you, Mr. Polakoff. 

Dr. Sirri? 

STATEMENT OF ERIK SIRRI, DIRECTOR, DIVISION OF TRAD- 
ING AND MARKETS, SECURITIES AND EXCHANGE COMMIS- 
SION 

Mr. Sirri. Chairman Reed, Ranking Member Running, and mem- 
bers of the Subcommittee, I am pleased to have the opportunity 
today to testify concerning insights gained from the SEC’s adminis- 
tration of the Consolidated Supervised Entities, or CSE, program, 
as well as the SEC’s long history of regulating the financial oper- 
ation of broker-dealers and protecting customer funds and securi- 
ties. 

The turmoil in the global financial system is unprecedented and 
has tested the resiliency of financial institutions and the assump- 
tions underpinning many financial regulatory programs. I believe 
that hearings such as this, where supervisors reflect on and share 
their experiences from this past year, will enhance our collective ef- 
forts to improve risk management oversight of complex financial in- 
stitutions. 

A registered broker-dealer entity within the CSE group was su- 
pervised by an extensive staff of folks at the SEC and at FINRA, 
the broker SRO. All U.S. broker-dealers are subject to the SEC’s 
rigorous financial responsibility rules, including the net capital 
rules, the customer protection rules, and other rules designed to 
ensure that firms operate in a manner that permit them to meet 
all obligations to customers, counterparties, and market partici- 
pants. 

The CSE program was designed to be broadly consistent with the 
Federal Reserve oversight of bank holding companies. Broker-deal- 
ers have to maintain the minimum of $5 billion of tentative net 
capital to qualify for the program and no firm fell below this re- 
quirement. 

The CSE regime was also tailored to reflect two fundamental dif- 
ferences between investment bank and commercial bank holding 
companies. First, the CSE regime reflected the resilience of securi- 
ties firms on mark-to-market — the reliance of securities firms on 
mark-to-market accounting as a critical risk and governance con- 
trol. 

Second, the CSE firms were required to engage in liquidity stress 
testing and hold substantial liquidity pools at the holding company. 

We also required firm-wide stress testing as a prerequisite to 
being allowed to enter the program, a requirement that was put in 
place well before the crisis started. For most firms, the stress test- 
ing comprised a series of historical or hypothetical scenarios that 
were applied across all positions, not just across one product or 
business line. While the set of scenarios did not cover every plau- 
sible scenario, they included major financial shocks or stresses to 
the market, such as the fall 1988 failure of long-term capital in the 
Russian default as well as the 1987 stock market crash. The CSE 
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firms later expanded these scenarios or created others to stress 
their hedge fund counterparty credit risk exposures. 

I, too, appreciate the work that GAO did to review the super- 
vision of financial institutions’ risk management programs across 
the various regulators and find their observations on these pro- 
grams very helpful. We are reviewing the recommendations and 
findings and we look forward to working with GAO as we fully con- 
sider their report. 

The SEC’s supervision of investment banks has always recog- 
nized that capital is not synonymous with liquidity and the ability 
of a securities firm to withstand stress events depends on having 
sufficient liquid assets, cash and high-quality instruments, such as 
U.S. Treasuries, that can be used as collateral to meet their finan- 
cial obligations as they arise. For this reason, the CSE program re- 
quired stress testing of liquidity and substantial liquidity pools at 
the holding company to allow firms to continue to operate normally 
in stressed market environments. But what the CSE regulatory ap- 
proach did not anticipate was the possibility that secured funding, 
even that funding backed by high-quality collateral, such as U.S. 
Treasury and agency securities, would become unavailable. 

Thus, one lesson of the SEC’s oversight of CSEs, Bear Stearns 
in particular, is that no parent company liquidity pool can with- 
stand a run on the bank. Such a liquidity pool would not suffice 
in an extended financial crisis of the magnitude we are now experi- 
encing. In addition, these liquidity constraints are exacerbated 
when clearing agencies’ sizable amounts of capital for clearing de- 
posits to protect themselves against intraday exposures to the firm. 

Another lesson relates to the need for supervisory focus on the 
concentration of illiquid assets held by financial firms, particularly 
in entities other than a U.S. -registered broker-dealer. Such moni- 
toring is relatively straightforward with larger U.S. broker-dealers, 
which must disclose illiquid assets on a monthly basis in financial 
reports that are filed with their regulators. For the consolidated en- 
tities, supervisors must be well acquainted with the quality of as- 
sets on a group-wide basis and monitor the amount of illiquid as- 
sets and drill down on their relative quality. 

Leverage tests are not accurate measures of financial strength 
for investment banks, in particular due to their sizable matchbook 
or derivatives business. Leverage tests do not account for the qual- 
ity or liquidity of assets. Rather, they rely on overly simplistic 
measures of risk, such as leverage ratios. Regulators of financial 
firms have gone to a great deal of effort to develop and continue 
to refine capital rules that are risk sensitive and act as limiters on 
the amount of risk that can be taken by a firm. 

Finally, any regulator must have the ability to get information 
about the holding company and other affiliates, particularly about 
issues and transactions that impact capital and liquidity. As we 
have witnessed with Lehman Brothers, the bankruptcy filing of a 
material affiliate had a cascading effect that can bring down the 
other entities in the group. 

For these reasons and to protect the broker and its customer as- 
sets, the SEC would want not only to be consulted before any such 
liquidity drain occurs at the parent, but to have a say, likely in co- 
ordination with other interested regulators, in the risk, capital, and 
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liquidity standards that the holding company must maintain. Our 
experience last year with the failure of Lehman’s U.K. broker and 
the fact that the U.S. -registered broker-dealers were well capital- 
ized and liquid throughout the turmoil has redoubled our belief 
that we must rely on and protect going forward the soundness and 
the regulatory regime of the principal subsidiaries. 

Thank you for this opportunity to discuss these important issues 
and I am happy to take your questions. 

Senator Reed. Thank you very much. 

Senator Running had to step out. He will rejoin us for his ques- 
tioning, but let me begin. 

I want to address a question to all the regulators, first, let me 
say that I thought the GAO did a very responsible and thorough 
examination. Thank you and your colleagues Ms. Williams. But the 
basic questions are, and I will begin with Mr. Cole, just as you hap- 
pen to be sitting next to Ms. Williams, but when did you first insti- 
tutionally become aware of the significance of the risk difficulties 
in your supervised entities, and how did you communicate these 
concerns both to your supervisors, to your fellow regulators, and to 
a broader audience, and when did that communication become pub- 
lic? Mr. Cole? 

Mr. Cole. Well, I really need to go back somewhat in time in an- 
swering that, but in 1995, we issued a supervisory letter to our ex- 
aminers directing them in terms of taking a systematic approach 
to assessing the risk management, including the major risk cat- 
egories of credit risk, market risk, operational risk, liquidity, 
reputational, and legal risk, and then that became part of the for- 
mal exam process and rating process. 

Kind of fast forwarding to the 9/11-type situation, as I mentioned 
in my testimony, we focused on some significant risk issues there 
that we thought needed to be addressed, and some of them tended 
to focus on, say, operational risks, such as payments and settle- 
ments, others on contingency planning, locating backup facilities at 
appropriate different distances, and then very importantly on BSA/ 
AML, Bank Secrecy/Anti-Money Laundering. In that regard, with 
regard to one of the institutions in question, we took very strong 
action to require a significant change in their business risk man- 
agement and that was accomplished with a very forceful hand in 
terms of requiring them to make those changes. So I think that is 
a good example of where, when we see a significant problem, we 
do act. 

Senator Reed. Let me be more specific. The issue, I think, that 
the GAO has revealed is a lack of the capacity of large complex fi- 
nancial institutions, which all of you regulate, to assess adequately 
all of the risks they face, not so much a particular risk 

Mr. Cole. OK. 

Senator Reed. but the fact that they did not have systems in 

place to adequately assess the risk, which I think is a fair conclu- 
sion of the report of the GAO. At what point did this fact or this 
observation become resonant with the Fed and how was it commu- 
nicated to the banking community, to the regulating community, 
and on to the broader audience, the Congress, for one? 

Mr. Cole. We have been engaged consistently, I think, since — 
just going back, say, to the 1995 letter, in terms of working with 
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institutions to enhance the risk management process. Now, in 
terms of moving right to the current situation, this stress testing 
example is a good example because we believe going into that 
stress test that there was a significant opportunity to put pressure 
on the big firms to improve their ability to pull positions together 
on a firm-wide basis and develop a really robust stress test. 

The horizontal review that we did provided very significant infor- 
mation for us on a peer basis that they were not able to do that, 
that the stress that they typically came up with was one quarter’s 
worth of earnings, and that was based on a fairly flawed system 
of not being able to comprehensively pull the positions together on 
an integrated firm-wide basis. 

Senator Reed. That was 

Mr. Cole. We used that as a major tool in terms of pushing on 
those firms. It was feedback from that exercise and saying, look, 
you need to do more here, and that is one of the main tools that 
we have, is that type of horizontal review. So that occurred, say, 
in June 2007, that kind of feedback with the firms on the findings 
from that stress testing. 

Then I would move just a little bit further 

Senator Reed. Can I just clarify? Is it June 2007 or 2006? 

Mr. Cole. The actual exercise was in 2006. We did the report in 
2007 and then the feedback to the firms, I think was in June of 
2007. 

Senator Reed. It raises an issue, which is that in 2006, you had 
at least had serious concerns because of the stress testing that 
these firms could not handle or have systems in place to deal with 
the risk The whole point, I think, of the report of the GAO is that 
having that knowledge of those suspicions, it didn’t seem to 
produce a timely, rapid response 

Mr. Cole. Well, Senator, I think that at the same time that we 
were doing the stress testing, we were also reviewing and having 
very significant interactions with these firms in terms of various 
aspects of their risk process 

Senator Reed. Let me just ask. Did you communicate in 2006 
with other supervisors, OTS, Comptroller, SEC, your concerns that 
some of the institutions that you were the overall supervisor had 
these deficiencies in risk assessment? 

Mr. Cole. Well, we have very frequent conversations with 

Senator Reed. Would you say fairly that you communicated 
these concerns to the other regulators, or you heard similar con- 
cerns from them? 

Mr. Cole. I would say fairly that, as we are working on, for ex- 
ample, infrastructure requirements for the use of models and so on, 
we have had consistent communications with the other regulators 
that there are significant deficiencies in risk management. 

Senator Reed. And let me just ask a final question, because I do 
want your colleagues to respond, too. What broader audience did 
you communicate these concerns about the lack of adequate sys- 
tems in place? 

Mr. Cole. We have throughout the development, for example, of 
qualifying criteria for the use of Basel II and the so-called Pillar 
2 criteria indicated the need for improvement to the firms we have 
been working with. 
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Senator Reed. Mr. Long, similar questions. When did you, not 
personally, but the organization, become aware, if you did, of 
failings in the management of risk by entities you supervised? Did 
you communicate them to your fellow supervisors? Did they com- 
municate with you, and then what broader audience? 

Mr. Long. Yes, I do think we began to communicate pretty well 
in the 2006 range, as my colleague says, but let me back up to an- 
swer you. I want to make sure I answer your question. 

As I stated in my written testimony — it is difficult at times to 
strike that balance of letting a bank keep competitive and innova- 
tive at the same time and order a bank to constrain a certain busi- 
ness activity because we believe they are taking on too much risk. 
It is always a delicate balance and it is something we work hard 
to do. 

But I think we did, going back to 2004. I know at the OCC and 
amongst other regulators, we did begin to see this buildup of risk 
and this buildup of excessive aggregation of risk. We issued guid- 
ance going back to 2004. We had the interagency credit card guid- 
ance. We issued guidance on home equity lending, on non-tradi- 
tional mortgage products, on commercial real estate lending, and 
then most recently some interagency guidance on complex struc- 
tured products. As we issued guidance to the industry, our exam- 
iners were in the banks and they were examining for this. We fre- 
quently cited matters requiring attention and began taking actions, 
various types of actions, surrounding these guidance. 

So from 2004 up to 2007, I think we all saw the accumulation 
of risk. At the OCC, we looked vertically very well into those com- 
panies. If there were lessons learned by us, it was probably in two 
things. Number one, we underestimated the magnitude of the ef- 
fects of the global shut-down beginning in August of 2007, and we 
did not rein in the excesses driven by the market. 

So a real lesson learned, and I think you have heard it in some 
of the statements and in the GAO report, the ability to look 
vertically into these companies is good. The ability to look across 
the companies in terms of the firms we supervise, we need to get 
better at that, and looking horizontally across the system is some- 
thing I think we all need to do. 

A good example of that is in the firms that we supervise, we un- 
derestimated the amount of subprime exposure they had. We basi- 
cally kicked the subprime lenders out of the national banking sys- 
tem. Our banks were underwriting very little of the subprime 
loans. What we didn’t realize is that affiliates and subsidiaries of 
the banks that we supervised were turning around, buying those 
loans, structuring them, and bringing that risk back in in another 
division in the bank, and that is a good example of being able to 
look horizontally across a company and see that coming. 

Senator Reed. What inhibited you from looking across these 
other subsidiaries? 

Mr. Long. Well, Senator, there are two things. You know, inter- 
nally, from the OCC’s standpoint, we need to get better at doing 
more horizontal work, and I think we have. I think we started 
doing that probably a year and a half ago, where we have net- 
working groups. We do more horizontal-type exams to where REICs 
can share information amongst themselves. 
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Where we are continuing to work with our other colleagues with 
the other agencies is making sure that we try to gather the risk 
in the entire system. But obviously all of us are constrained some- 
what by GLBA. 

Senator Reed. Let me, Mr. Polakoff can I finish this line of ques- 
tioning and then I will recognize you, Jim. 

Senator Bunning. I will stay as long as you want. 

Senator Reed. Thank you. 

Mr. Polakoff. Senator, thank you. I don’t want to embellish on 
what my colleagues have said. It is a consistent message. 

I would say a trip-wire date for us was June of 2007 when the 
liquidity market shut down. What it proved to us and probably all 
of us at this table is we did not stress test models sufficiently for 
that kind of catastrophic event. So risk management turned upside 
down at that point in time. When any of these models predicted a 
stress scenario, and even a more stress scenario, none of us, none 
of the entities still predicted or had a model that stressed a sce- 
nario for what ultimately we saw starting in June of 2007 forward. 
That is a critical lesson learned for all of us. 

Senator Reed. Dr. Sirri? 

Mr. Sirri. The one thing I would point out that is slightly dif- 
ferent with the CSEs that reentered this business in a different 
manner, the firms that we regulated under the CSE program came 
to us because of the European Union Financial Conglomerates Di- 
rective for that purpose. They needed a consolidated holding com- 
pany supervisor and they didn’t have one for that purpose. 

So we came at this from rule, not by statute. We crafted the re- 
gime where in exchange for certain capital treatment we would be 
given a limited amount of access to the holding company. What we 
focused on and what that access related to were financial and oper- 
ational risk controls, and in that sense, I think that was very help- 
ful, informed broker-dealer oversight issues as well as certain 
issues of the holding company. 

But, for example, as my colleagues have pointed out, Gramm- 
Leach-Bliley limits the way we touch upon other regulated entities. 
We defer to the functional regulator in that sense. And so our 
knowledge there was more limited. 

So I think what you are really asking is a point which was made 
in the GAO report which says, if an enterprise, if a modern firm 
manages risk at an enterprise level, how can you as a regulator 
that is in many ways functionally based replicate that in your own 
regulatory program, and I acknowledge that is a challenge. 

Senator Reed. Let me follow up with a vep^ quick question be- 
cause I want to recognize Senator Bunning. Given the fact that you 
had to rely upon other regulatory agencies, what was the level of 
communication? If, in fact, by 2004 or 2005 the OCC was aware of 
buildup of risk, at 2006 the Federal Reserve was aware of risk, I 
would presume that in that same — so did anyone sort of, in a sys- 
tematic way, say, you know, you should be aware that we are con- 
cerned about risk assessment, about the ability to manage this en- 
terprise risk? Did that ever become part of the discussion? 

Mr. Sirri. I think we all — I won’t speak for others. I think we 
understood, and my impression was all of these regulators under- 
stood, that we were limited in part. We had dialog amongst our- 
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selves. Staff on the ground talked to staff from other regulators. In 
addition, the firm — it is not like the firms drew up walls and said, 
we won’t give you information on that bank, or we won’t give you 
information on that thrift. They would provide such information. 
But in the sense of integrated enterprise risk management, I think 
it was not what it could be. 

Senator Reed. Senator Banning, and take as much time as you 
want. 

Senator Bunning. Thank you, Mr. Chairman. 

Welcome back from your vacations that you have been on for the 
last 5 years, and I say that not kiddingly. I say that as meaningful 
as I can, because if we would have had good regulators, we 
wouldn’t be in the crisis we are in right now. 

Ms. Williams, at the bottom of page 24 , you said the Fed did not 
identify many of the issues that led to the failure of some large in- 
stitutions. Can you tell us what some of these issues that they are, 
what they missed? 

Ms. Williams. Absolutely. I would direct your attention to a cou- 
ple of pages later, on page 26. We note that the Fed began to issue 
risk committee reports, and in February of 2007 they issued per- 
spectives on risk, and we list a number of issues that we pulled 
from that report. For example — the report stated that there were 
no substantial issues of supervisory concern for large financial in- 
stitutions; that asset quality across the systemically important in- 
stitutions remains strong; in spite of predictions of a market crash, 
the housing market correction has been relatively mild and while 
price appreciation and home sales have slowed, inventories remain 
high and most analysts expect the housing boom to bottom out in 
mid-2007. 

Overall, the impact on a national level will likely be moderate. 
However, in certain areas, housing prices have dropped signifi- 
cantly. They also noted that the volume of mortgages being held by 
institutions or warehouse pipelines had grown rapidly to support 
collateralized mortgage-backed securities and CDOs and noted that 
the surging investor demand for high-yield bonds and leveraged 
loans, largely through structured products such as CDOs, was pro- 
viding a continuing strong liquidity that resulted in continued ac- 
cess to funding for lower-rated firms at relatively modest borrowing 
costs. So those are some of the 

Senator Bunning. Would you like to comment on counterparty 
exposures, particularly to hedge funds? 

Ms. Williams. This was another area that was identified. The 
regulators had focused on counterparty exposures, particularly to 
hedge funds. 

Senator Bunning. Mr. Cole, would you like to respond? 

Mr. Cole. I would indeed, and thank you for the opportunity. 
Senator. First of all, I would say that my understanding is that the 
report that the GAO has done is really based on review of one in- 
stitution. 

Senator Bunning. That is incorrect, but that is fine. 

Mr. Cole. OK, and that we received this report with reference 
to perspectives on risk just in the last couple days. So we would 
like an opportunity to go over these findings with the GAO, as we 
typically do in GAO reviews. We have not had that opportunity. 
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But I will say this, that I think that what Ms. Williams quoted 
from is in the report, but unfortunately, there are other parts that 
were not quoted, and one in particular is, quote: 

The effects of a long period of easy liquidity and benign credit conditions 
have continued to weaken underwriting standards across all major credit 
portfolios. Finally, we note that investor demands appear to be encouraging 
large financial institutions to originate more assets and even greater vol- 
umes of low-quality assets, and in order to distribute them through the cap- 
ital markets. 

In response to that, we took very firm actions, and that 

Senator Bunning. When? 

Mr. Cole. That included 

Senator Bunning. When? When did you take firm actions? 

Mr. Cole. Let me see. A perspectives of risk report was issued 
in February 2007 

Senator Bunning. Two-thousand-and-seven? 

Mr. Cole. And we initiated major analysis of subprime mortgage 
markets in March and published an interim report in June of that 
year. 

Senator Bunning. Two-thousand-and-seven? 

Mr. Cole. That is correct. 

Senator Bunning. OK. That is about 5 years after the 

Mr. Cole. Well, that is 

Senator Bunning. That is about 5 years after the subprime and 
the mortgage mess hit the fan. Two-thousand-and-two and 2003 is 
when it hit. 

Mr. Cole. Yes. 

Senator Bunning. OK. 

Mr. Cole. But could I also 

Senator Bunning. No, you can’t. 

Mr. Cole. OK. 

Senator Bunning. What did the Fed do about the 2006 review 
that showed institutions did not have overall stress testing for 
their own enterprise? Did you require your regulated firms to fix 
those problems? 

Mr. Cole. Yes. I actually touched upon that in a prior response, 
that we did follow up with the institutions, that a very critical part 
of this type of horizontal peer review is going back to the institu- 
tions, which we did in June of 2007. The report was actually issued 
in February of 2007 and had communications with those firms indi- 
cating that there was significant need for improvement. 

We also, I am told, communicated to the primary regulator 

Senator Bunning. You were told or you know? 

Mr. Cole. No, I know. I was informed in the interim of my last 
question that the primary regulators of these institutions were in- 
formed of the deficiencies we observed, as well as the President’s 
Working Group. So it was 

Senator Bunning. Well, that is all well and good if you followed 
up and made sure that they weren’t going to repeat the same mis- 
takes in the immediate future and subject the country to the reces- 
sion that we are now in. 

Mr. Cole. Right, and 

Senator Bunning. If you sat on your hands, which the Fed did 
in overseeing mortgages and mortgage lenders and banks that were 
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under your jurisdiction, then I think that the Fed is a failure in 
doing what they are supposed to do. 

For anyone, did the board of directors understand the risk their 
firms were taking? 

Mr. POLAKOFF. Senator, I would say they understood the risk for 
the period of time that they were operating in, but failed to 

Senator Running. In other words, what I am trying to get at, 
there is a reasonable rate of return on equity that everybody ex- 
pected at a given point in time. Somehow, that got out of kilter, 
and instead of being happy with a 7 or 8 percent return on equity, 
people were leveraging from — and I don’t blame anybody, but regu- 
lators ought to be looking at the rate of return on equity and not 
giving permission for these firms to get into mischief, and that is 
what happened. That is why we are here today asking you these 
questions. The regulators should have stopped the risk takers tak- 
ing undue risk with taxpayers’ money or with equity that has been 
invested. Now the taxpayers are paying the price. 

So go ahead, finish your answer. 

Mr. PoLAKOFF. I agree with what you said. Senator. 

Senator Running. And how do we improve senior management 
and boards’ understanding of an accountability for risk? How do we 
get that regulated? 

Mr. POLAKOFF. Well, across the spectrum, all of the boards, I be- 
lieve, are held accountable for the risk and 

Senator Running. Is that right? Is that why we are paying bo- 
nuses to each and every one at AIG for — they were the board, they 
were the people that were supposed to regulate AIG. So we are 
paying them bonuses for taking $160 billion in taxpayers’ money. 
Are you kidding me? Explain that to the American people. 

Mr. POLAKOFF. AIG right now is not a regulated company. I 

Senator Running. It is. It is owned by the Federal Government, 
so the Federal Government is the regulator. It is owned by the Fed- 
eral Government. The contracts that have been paid out were 
OKed by the Federal Government. So it is regulated. 

Mr. POLAKOFF. Yes, sir. I was speaking only from an OTS per- 
spective. 

Senator Running. OK. It is not yours. It is ours. 

How did you miss the risk and possibility of liquidity drying up? 
How did you miss it? 

Mr. SiRRi. I can speak for the firms that we regulate. For a trad- 
ing firm, for a securities firm, they do not take deposits as a com- 
mercial bank or a thrift does. Their primary means of funding is 
through the capital markets, especially through a market known as 
the repurchase market. 

Senator Running. I am familiar. 

Mr. SiRRi. What a firm does is it takes the security it has, it 
gives it someone who lends it out 

Senator Running. I am familiar. 

Mr. SiRRi. it comes back. Recause that is a secured lending 

market, the lenders were thought to be not sensitive to the health 
of the firm, but sensitive to the quality of the collateral they got. 
So our thought was always that if you as a firm gave someone a 
Treasury bill or gave them an agency security, they would take 
that and fund you, even if you as a firm were in trouble. That was 
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an assumption we made, and that is, I think, many in the financial 
community made. And we were wrong. 

When firms got in trouble, other funding counterparties — money 
market funds, people with cash to lend — would not take Treasury’s 
to fund, and that was something we had never seen before. 

Senator Running. Mr. Long, what changes in law do you suggest 
to protect against future failures like we are in right now? 

Mr. Long. Senator, I do not know if I can think of a change in 
law that we need. We need to continue to have rigorous supervision 
around these companies. As I said in my written statement, you 
need a strong corporate culture, and it needs to start at the top of 
the organization, and it needs to be led by the Chairman and put 
down into the company. It is a simple 

Senator Running. That, unfortunately, is not an answer. 

Ms. Williams, do you have any changes in law that we can get 
a hold of as we are looking for as Members of Congress to prevent 
any more of the debacle that is going on right now? 

Ms. Williams. I would just touch on a couple of issues. In Janu- 
ary, GAO issued a framework for reforming the current financial 
regulatory system, and we point out a couple of issues. One would 
be clearly articulated goals; that is. Congress needs to be very clear 
about the goals that they expect regulators to achieve. There also 
needs to be a systemwide focus in the structure. And 

Senator Running. In other words, A watching R and R watching 
C? 

Ms. Williams. Not necessarily, but systemwide from the perspec- 
tive of not focusing on particular institutions and getting caught up 
in the institution or type of product; but having a regulator that 
can focus attention on anything that poses a risk to the overall sys- 
tem. 

Senator Running. Then we would need one for about 25 major 
market banks, money market banks in New York City, one regu- 
lator each for each one, because those are the ones that are too big 
to fail. That is what we have been told by our Chairman of the Fed, 
in fact. And we have also been told that by the Secretary of the 
Treasury. So if that is the case, we need an awful lot of regulators. 

Scott, do you have some suggestions? 

Mr. PoLAKOFF. Senator, I would offer that we need to ensure 
that there is a level playing field. We have had some products — 
80 percent of subprime loans were underwritten by mortgage bro- 
kers. There is no Federal oversight for that. 

Senator Running. Well, I am sorry, but the Federal Reserve got 
that job in 1994. That was their job. I mean, we wrote a law that 
gave them that job. Whether they did it or not is another question, 
but we handed that over to the Fed. 

SEC? 

Mr. SlRRl. Our charge is the broker-dealer, primarily, and so I 
am going to translate your question as: What do you need to make 
sure that we keep safe the customer’s 

Senator Running. No. What would give the SEC the ability to 
discover this situation that we are in now before or as it is hap- 
pening and do something about it? 

Mr. SiRRi. Drexel, Lehman Rrothers taught us the same lesson. 
The lesson is that the health of a broker-dealer could be affected 
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by entities outside the broker-dealer — commercial banks, thrifts, 
unregulated affiliates that deal in derivatives. We need to touch on 
those entities. We need to have a say-so on risk. 

Senator Running. In other words, we should take all manners of 
dealing with a broker-dealer, whether it be securities, whether it 
be bonds. You mentioned some other things that they are dealing 
with now. But we should have someone watching the store for all 
entities. 

Mr. SiRRi. I think, again, I was focusing on the broker-dealer, but 
I know that our charge is affected by risks that are taken outside 
the broker-dealer. You do not hold derivatives in a broker-dealer, 
because we haircut the capital — we haircut you, we charge you cap- 
ital. So firms respond by moving the risk outside the broker-dealer, 
by moving illiquid instruments outside the broker-dealer. That still 
imperils the broker-dealer. We need to touch on those. We need 

Senator Running. Well, then you need regulations over those 
people that are dealing in the entities. 

Mr. SiRRi. For preserving the broker-dealer, that would be very 
helpful. 

Senator Running. Thank you very much, Mr. Chairman. 

Senator Reed. Thank you. Senator Banning. 

Let me raise a few questions. You mentioned. Dr. Sirri, that real- 
ly what happened, in your view, was a run on the bank. And I 
think that begs the question: What caused the run on the bank? 
There are some people that suggest the huge amount of leverage 
which the market became aware of just undercut any sort of will- 
ingness to accept even Treasury securities. And that leverage ratio 
was something that was approved by the SEC — at least not effec- 
tively disapproved — and I think you had the authority to do that. 
Can you comment on that? 

Mr. Sirri. Sure. The question of a “run on the bank,” which is 
the term I used, is always a difficult one because it implicitly de- 
pends on confidence in the institution. Of course, we did not have 
a bank, and the run was different. It was not deposits. But, none- 
theless, it was funding with certain kinds of securities through the 
repo market. 

You know, it is hard to know why something like that starts. The 
instruments became the instruments in these firms, in some of the 
firms that are no longer with us. Lehman Brothers, for instance, 
suffered a lot of uncertainty about valuation, so you have a finan- 
cial firm, they are typically opaque. You do not know exactly what 
is going on with them. That is the nature of a financial firm. Valu- 
ations become questions because you are holding, for example, com- 
mercial whole loans in the case of Lehman, where people doubted 
valuations. 

In a situation like that, people will be wary about funding be- 
cause even if you can potentially get your money back, you are not 
in the business of getting tied up in an uncertainty. And that 
causes a situation that can cause a run. 

Senator Reed. Thank you very much. 

Let me ask a general question, which I do not think requires a 
specific answer unless you — my assumption is that the umbrella 
regulator — and each one of these large institutions had an um- 
brella regulator — had the responsibility for the risk assessment 
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throughout the organization, that it was not a case where the over- 
all enterprise risk assessment or enterprise activities were not at 
all under the authority of a regulator. Is that your understanding, 
Dr. Sirri, in terms of the law? 

Mr. Sirri. Well, I think the authority stems from different 
places. Again, we had no statutory authority. 

Senator Reed. Right, right. 

Mr. Sirri. We crafted rules. I think in other places it is statu- 
tory. And, again, our ability — our question of where we would look 
was governed by a certain set of precepts and risks. Our concern 
was always the broker-dealer. Risks that pertained to things other 
than the broker-dealer that might imperil other entities were not 
our charge, and our program was not crafted to cover those. 

Senator Reed. Mr. Polakoff, your responsibility derived from 
statute. Did you feel at OTS that those entities you were the um- 
brella supervisor, that you had responsibility for enterprise risk 
analysis, assessment by the enterprise? 

Mr. Polakoff. Yes, sir. The only thing I would offer is per 
Gramm-Leach-Bliley we did rely to a great extent on functional 
regulators within the system. But as the holding company regu- 
lator for our institutions, absolutely we had the overall umbrella 
responsibility. 

Senator Reed. Mr. Long, is that your understanding? I know 
OCC is — do you have an umbrella responsibility? Let me ask the 
basic 

Mr. Long. We are the primary regulator for the bank, absolutely. 
Our authority and how we conduct our risk assessments I think 
works very well, and we feel like we have the proper authority. 

Senator Reed. So you understand that you have to collaborate 
with others, but that ultimately there is one Federal regulator 
under the statute — Mr. Sirri has an exception — that had responsi- 
bility to look across the organization for risk assessment, risk eval- 
uation, and risk compliance? 

Mr. Long. Well, I am sorry. Maybe I did not understand your 
question. The way it works now is it is dependent on how well we 
communicate with each other and — if that is what you are asking. 
Senator. I want to make sure I am answering your question right. 
Is there a systemic umbrella regulator right now that 

Senator Reed. I am not talking systemic. I am talking about you 
have a large, integrated financial organization that is regulated 
under statute. There is one regulator who is responsible for the 
overall operation, and let me ask the question. Is there one regu- 
lator responsible for the overall operation of the entire enterprise? 

Mr. Long. Well, the OCC is responsible for the bank, and the 
Fed is responsible for the holding company. 

Senator Reed. Let me talk to Mr. Cole. As the umbrella regu- 
lator of several large financial institutions, do you feel that you are 
responsible, the Federal Reserve is responsible for the overall ca- 
pacity of that institution as an enterprise to evaluate risk? 

Mr. Cole. Yes, sir, we do, and we have gone, I think, an extra 
mile to make sure that that is very clear with the firms and our 
examiners by rolling out a Consolidated Supervision Program in 
October of last year and communicating that very clearly with the 
other agencies. 
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Senator Reed. Let me go back to the point that was raised be- 
tween Ms. Williams and Senator Running about the large financial 
institutions’ perspective on risk, the 2005 reports, the 2006, 2007 
reports. These were internal documents, Ms. Williams, of the Fed? 
These were not released to the public? 

Ms. Williams. Yes, these were internal. 

Senator Reed. And then there was an interruption in the re- 
ports, but then in April of 2007, there was a report, “Perspective 
of Risk.” Was that an internal document, too? 

Ms. Williams. Yes, all of them were internal. 

Senator Reed. And it raises the question with respect to the Fed- 
eral Reserve that if these documents are solely within the purview 
of the Federal Reserve, how is the broader financial community 
and the broader community and how is Congress to inform itself 
of critical issues that you feel could have profound consequences, 
which have profound consequences? 

Mr. Cole. One issue is just getting our own shop in order in 
terms of pulling all the information that is available to gather and 
creating a perspective on risk from a financial stability point of 
view. There is that process. We do have that process. We have a 
formal umbrella group that is in charge of making periodic reports 
to the board on information that is drawn from research and from 
our shop and other payments areas and so on. So we are very fo- 
cused in terms of creating a holistic picture of what is happening 
in the financial system now. That is very important. 

Now, you know, the question in terms of how do we go kind of 
the step of somehow making that public, and it could well be — you 
know, it obviously would be worthwhile in some form to be public. 
I cannot answer that at this point. 

Senator Reed. Well, you know, I guess one presumption would 
be to have this information. I understand there is proprietary infor- 
mation that you have, and also there is a concern about causing 
market movements based not upon, you know, financial informa- 
tion but other information. But I think if such information was in 
the public domain in some capacity in 2005 and 2006 and 2007, it 
was available to Congress, and there was no opportunity for testi- 
mony to communicate that, that there might have been earlier 
prompter and more effective action to deal with some of these 
issues which are bedeviling us at the moment. 

In that regard, too, I know, because we have had the chance to 
meet, that the Federal Reserve and all those agencies are taking 
a serious look backwards. You know, you have described some of 
your conclusions. Ms. Williams and her colleagues have provided 
some perspective. But these reports — I will use the term I learned 
as a youth. These After Action Reports have to become public, par- 
ticularly in the context of organizing a systemic regulator. Because 
if we are unaware, if you remain, you know, opaque, it is hard for 
us, I think, to make a reasoned judgment about who should have 
responsibilities, what could be the lines of communications. 

I know Governor Kohn and his colleagues are working on this re- 
port. 

Mr. Cole. Yes. 

Senator Reed. I would hope it would be public. 
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Let me ask another question, and it comes from the GAO report, 
which is the comment and the conclusion that in many respects 
you are captives of the information of the organization you are reg- 
ulating, that you have to rely to a certain degree on their models, 
their information. And in some cases, I think talking with respect 
to counterparty risk, there are intuitions about the creditworthi- 
ness of counterparties. Is that a fair summary of your conclusions, 
Ms. Williams? 

Ms. Williams. Basically. 

Senator Reed. Let me begin with Dr. Sirri and work the other 
way, which is, you know, being a captive to information to systems 
to model sometimes does not give you the leverage you need to take 
action. Is that, one, accurate? And, two, how do you change that? 

Mr. Sirri. I think there is an element of accuracy to that, but 
I think there are tools available to us as regulators. Let me give 
you a specific instance. 

You are right, a particular complex financial firm will develop a 
model for risk, but they will have a process around that model for 
risk. And we care about the processes and the robustness of the 
processes and controls. So, for example, a model for risk is devel- 
oped. Who validates it? Who verifies it? Who runs that model? 

If they report to the trading desk whose assets they are pricing, 
that is not helpful and that is problematic. 

If they report to an independent third-party that perhaps reports 
directly to the CFO or a risk officer, much stronger structure, gives 
you some comfort. 

Again, let me take a second one, a price verification group. You 
may have a firm that trades assets, but they have problems val- 
uing assets, as you do when liquidity dries up. When valuations are 
struck, how are those valuations struck? There may be a model. 
Who validates the model? And how do you resolve disputes? If the 
trader says it is worth more than the risk person says it is worth, 
how do you resolve that? Is there a process where it could go up 
to the audit committee? And if it goes to the audit committee, does 
the After Action Report — the phrase you used — for that instance, 
does that go to the board of directors? Such processes, if they are 
in place, tell you that that firm is taking their job seriously. 

Senator Reed. I would presume, and correct me, that those pro- 
cedures, those appropriate procedures you described, were not 
being deployed very successfully at Bear Stearns or Lehman Broth- 
ers. Were you aware of kind of those deficiencies contempora- 
neously with their 

Mr. Sirri. I do not want to comment on any one firm, but what 
I will say is that there was considerable variation across the firms, 
especially with — let us take that same point, pricing. And one thing 
we saw — and this is mentioned — issues like this are dealt with in 
the Senior Supervisors report that the New York Fed led. The 
stronger your governance, the stronger your controls, it turns out 
the better you probably weathered the storm. The best-run firms 
had good processes, and some of the firms that got into the most 
trouble had distinct weaknesses. It varied from firm to firm. 

Senator Reed. Just to follow up, the firms that you saw, and 
some of which have failed, did you note those weaknesses? Did you 
communicate those weaknesses to the board? It goes to the essence 
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of many of the questions we have raised. You know, making the di- 
agnosis that you are ill and then not treating the patient is, you 
know, malpractice. What do you think? 

Mr. SiRRi. We had escalation procedures, and we used them. I do 
not want to come here and tell you that every time we did it per- 
fectly. But I personally met with audit committee members when 
I felt that there was an issue that was not being resolved properly. 
But I do not want to overstate and say in each way we escalated 
as far as we should have looking back. We probably should have 
done more at times. 

Senator Reed. Mr. Polakoff, same general line of questions about 
the reliance upon internal models, the data of the company, sort of 
captive of what they are doing versus being — having the resources 
to leverage appropriately behavior. 

Mr. Polakoff. Senator, I would say that there is an element of 
truth to that statement in the report, but it probably does not cap- 
ture the entire universe. What we do and we do very well is put 
boots on the ground. We have examiners that go onsite from one 
large institution to another large institution. And while there may 
be a stable — and there is a stable examiner in charge, we send spe- 
cialists from institution to institution, which allows a horizontal re- 
view, which allows an assessment of best practices. So whether it 
is modeling, whether it is pricing, whether it is risk factors, we do 
not silo the examination approach. And that is very helpful in ad- 
dressing these kind of issues. That is number one. 

Number two, we look to the outside parties, so whether it is the 
external auditors, whether it is the external accountants, we work 
with them on models, because they also bring a similar expertise 
of looking horizontally across a number of institutions for best 
practices in a number of areas. 

And then, number three, like Erik said, we look at the corporate 
governance of the institution itself; how is it structured, how robust 
is the risk management committee, how robust is the audit com- 
mittee as part of the board, how are the reporting lines handled. 

Each of those three areas, I think, allows us to very independ- 
ently assess and judge whether it is the risk models or other fac- 
tors. 

Senator Reed. Having listened to that, it is, I think, very insight- 
ful, and it seems to be a great approach. It just does not seem to 
have worked in the case of some of the institutions that you regu- 
lated. What would you point — that was not the approach that was 
being used in 2004, 2005, and 2006? Or it was an approach, but 
something else undermined it? 

Mr. Polakoff. It was the approach. Senator, the one common 
theme that all of us see is an economic cycle that was unprece- 
dented in its deterioration. All of our institutions, all of our risk 
management practices, all of our examination approaches work 
well, but it is difficult to look at all the risk models and stress 
them to unprecedented degrees and then require institutions to op- 
erate within those stress models. 

You know, in hindsight, we should have predicted a little better 
in 2004 and 2005 what the economy was going to look like now, 
but the economy we are operating in now has an absolute direct 
effect on the performance. 
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Senator Reed. Well, let me raise — ^because this has been publicly 
discussed. I think we actually discussed it last week. In 2005, the 
Financial Products Division of AIG concludes that mortgage-backed 
securities are too risky a bet. At the same time, the securities lend- 
ing operation decides that they want to take the cash that they are 
getting and invest it decisively in these types of securities. 

You know, where was the risk assessment at the enterprise, as 
you described it? And where was the OTS to say, wait a second, 
you cannot have two contradictory approaches based upon, one, 
this is the best investment, and, two, this is the worst investment? 

Mr. POLAKOFF. So, Senator, you are right, and you identified 
what is either a hole or an overlap, depending on one’s view. Those 
activities, as you remember, were regulated by the State insurance 
commissioners. So under Gramm-Leach-Bliley, the umbrella regu- 
lator typically will defer to the functional regulator to assess the 
risks and then report up to the umbrella regulator. 

Senator Reed. But, you know, it goes back to the question I 
raised before, to which I think you affirmatively responded, that in 
terms of overall risk mechanisms or risk compliance, that it was 
clear that the umbrella regulator had that responsibility. And here, 
if you had communicated with the supervisor and they had indi- 
cated that this was the investment pattern of the securities lend- 
ing — their regulated insurance part, it would have seemed to have 
raised a huge red flag. You both cannot be right. 

Mr. PoLAKOFF. Senator, I can assure you that there was ample 
communication between OTS in its umbrella responsibility and the 
functional regulators. But you are identifying an absolute inconsist- 
ency, which is. Why did we stop one function from performing that 
kind of activity? And why did another functional regulator allow its 
entities to move forward with it? There has to be a postmortem on 
what broke down in that process. 

Senator Reed. Yes. Mr. Long, the same sort of set of issues about 
reliance upon information and being a captive of the regulated enti- 
ty. 

Mr. Long. Well, I agree with what Scott said. I am not going to 
repeat it. I think we have ample authority to take whatever action 
we need. I think it is an oversimplification to say that this was a 
modeling problem. If you go back to the last time we went through 
this and you talk to the CEOs that went through this back in the 
late 1980s and early 1990s, they are going to tell you there are two 
things that got them: one was the concentrations, and number two, 
mitigating the policy overrides on the underwriting. 

Quite frankly, I think that is really the center of this thing. This 
was not that we missed a bunch of models. Clearly, the banks were 
not modeling in their tail risk that there would be a complete shut- 
down of the liquidity across the system. And that was a problem 
with their models. 

But this goes to basic underwriting, and it goes to basic con- 
centration risk. They had too much of a bad deal, and that has 
compounding effects on liquidity, and on capital. And when the 
global liquidity market shut down, they had a real problem. 

So, yes, we look at all of it. We look at corporate governance. We 
look at underwriting. We look at all of the risk areas. And, clearly, 
we look at modeling, too. We have rigorous stress testing around 
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those models. And, quite frankly, a lot of people missed it — they 
would stress tail risk in the company. They did not stress tail risk 
across the world. 

Senator Reed. Mr. Cole, briefly, if you could, please. I have addi- 
tional questions. 

Mr. Cole. Indeed, Senator, we clearly, as umbrella oversight su- 
pervisors, rely significantly on the functional regulators. I will say, 
though, that in terms of really doing our job, if we sense that there 
are deficiencies and need to do more than the functional regulator 
is doing, we do reserve the ability, I think — under Gramm-Leach- 
Bliley, in fact, by authority to go in and do more. 

Senator Reed. Ms. Williams, you talked about and we have had 
a discussion about communicating concerns, looking at regulatory 
structures, looking at the governance, et cetera. But there is an- 
other way sort of to get the message across to the marketplace, and 
that is enforcement action. That is public enforcement action that 
is clear to everyone that there is not only a particular situation, 
but a category of situations that regulators are concerned about. 

Did you touch upon that in your report about the — or your re- 
view about the follow-up enforcement, any follow-up enforcement, 
official enforcement actions, rather than informal discussions? 

Ms. Williams. I think we did touch on the process and the range 
of options, and the fact that with the banking regulators, in par- 
ticular, there was a tendency not to pursue formal public actions, 
formal public enforcement actions. It has to do with the fact that 
it does become public and that can have an adverse impact on an 
open bank. 

Senator Reed. Can I — can you cite a situation. Dr. Sirri, where 
the SEC took a formal enforcement action with respect to the risk 
practices of any of the regulated entities? 

Mr. Sirri. I am not sure I can cite a public action, something 
that has happened and been closed. 

I will cite something that is public. I do not know the current 
list, but a number of months ago we stated how many cases we had 
in progress on matters related to subprime mortgages. Now 
subprime mortgages run the gamut, the cases from issues about 
origination through issues related to other things within large 
firms. It would not surprise me, and it may be possible, I honestly 
do not know, that there might be something related in there. But 
I truly do not know. And even if I did, I should not comment. 

Senator Reed. Mr. Polakoff? 

Mr. PoLAKOEF. Absolutely, Senator. We took public enforcement 
action against AIG regarding some of its inappropriate lending. 

Senator Reed. No, I am talking about the issue of risk assess- 
ment, risk management, the issues that have been the subject of 
this GAO report? 

Mr. Polakoff. I cannot — I am not sure about all of the specifics 
from the GAO report, but I think Ms. Williams said that for some 
of the larger institutions the regulators were shy in pursuing for- 
mal enforcement action because it was public. And I would like to 
suggest that that would not be an accurate statement, at least from 
an OTS perspective. 

Senator Reed. And what actions did you take with respect to 
AIG? 
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Mr. PoLAKOFF. It was a cease and desist order. We took a cease 
and desist order against a large institution on the West Coast for 
BSA-related problems. And these are all formal and public. I do not 
think any of the banking regulators would shy away from taking 
formal enforcement action because it is public. We do not shy away 
because it is public. We do not shy away even when an institution 
is trying to raise capital. We have to do the right thing from an 
enforcement action perspective. 

Senator Reed. Mr. Long, your view? 

Mr. Long. Congressman, we have taken both formal and infor- 
mal enforcement actions, and we use them regularly. 

But let me clarify something because I think it is important to 
this point. Congress specifically gave the banking regulators spe- 
cific authority to either do a series of informal actions or a series 
of formal actions. And you know, in some cases, we choose to go 
informal and we go non-public. 

I want to assure you that that is no less rigorous than formal ac- 
tion. I have been in the boardroom for the signings of many infor- 
mal documents throughout my career and recently. And I can as- 
sure you that the environment in that room in the signing of the 
informal documents can be a career-altering experience for the 
management of that firm. 

The fact that it is informal does not mean that it is not serious 
and not taken seriously. 

Senator Reed. I am not suggesting that these are not serious ac- 
tions and you are not serious about your actions. It is just that 
many times an action which is publicized gets the attention of more 
people than just the people in the boardroom. And behaviors 
change not just within that boardroom of that organization but 
throughout the system. 

Mr. Long. Senator, that is a good point and we look at every ac- 
tion that we take and we weigh the pros and cons. We feel like we 
use both effectively. But we do utilize both and we do it regularly. 

Senator Reed. Mr. Cole? 

Mr. Cole. Yes, with regard to the BSA situation that I men- 
tioned earlier, that was a formal public action. I would tend to 
agree very much with Mr. Long in terms of figuring out what the 
most effective approach is given the management situation. And if 
we can effect change by going directly to the management and ac- 
complishing that, that is what we would tend to do rather than 
taking the next step of going to a formal action. 

Senator Reed. Well, I do not think there is a — this is so specific 
of a situation that you have to have some deference to regulators. 
But going to the core issue we have had of just the perception, I 
think, that was growing throughout the community of regulators 
that risk systems, risk compliance, attention to risk was not being 
emphasized enough, and then trying to deal with it on a case-by- 
case quietly, did not seem to work. I think that might be one of the 
conclusions we draw. Not to say you did not have the authority to 
do it or your judgment was — but it just did not seem to work. 

I want to thank you. I want to thank, again, Ms. Williams and 
her colleagues for, I think, a very good report. I want to thank you 
for questions and we will continue to probe all of these issues as 
we go forward. 
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Thank you very much. The hearing is adjourned. 

[Whereupon, at 5:09 p.m., the hearing was adjourned.] 

[Prepared statements and responses to written questions follow:] 
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across broker-dealers and by monitoring instiiulions. SEC and FINRA conduct 
discrete targeted and horizontal examinations. The banking regulators 
focused on safety and soundness, while SEC and FINRA tended to focus on 
compliance with securities rules and laws. All regulators have specific tools 
for effecting change when they identiiy weaknesses in risk management at 
institutions ih^ oversee. 

In the examination materials GAO reviewed for a limited number of 
institutions, GAO found that regulators had identified numerous weaknesses 
in the institutions’ risk management ^sterns before the financial crisis began. 
For example, regulators identified inadequate oversight of institutions' risks 
by senior management. However, the regulators said that they did not take 
forcefiil actions to address these weaknesses, such as changing their 
assessments, until tlie crisis occurred because the Institutions had strong 
financial positions and senior management had presented the regulators with 
plans for change. Regulators also identified weaknesses in models used to 
measure and manage risk but may not have taken action to resolve these 
weaknesses. Finally, regulators identified numerous stress testing 
weaknesses at several large institutions, but GAO's limited review did not 
identiiy any instances in which weaknesses prompted regulators to take 
aggressive steps to push institutions to better understand and manage risks. 

Some aspects of the regulatoiy system may havt; hindered regulators’ 
oversight of risk management First, no regulator syslematicsJly looks across 
instituUons to identify factors that could affect the overall financial system. 
While regulators periodically conducted horizontal examinations on stress 
testing, credit risk practices, and risk management for securitized mortgage 
products, they did not consistently use the results to identify potential 
systemic risks. Second, primary bank and functional regulators' oversee risk 
management at the level of the legal entity within a holding company while 
large entities manage risk on an enterprisewide basis or by business lines that 
cut across 1^ entities. As a result, these regulators may have only a limited 
view of institutions' risk management or their responsibilities and activities 
may overlap with those of holding company regulators. 
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Mr. Chairman and Members of the Subcommittee: 

I appreciate the opportunity to participate in today's hearing on regulators' 
owisight of risk man^ement at large, complex, financial institutions. As 
you know, financial regulators have a role in assessing the risk 
management systems at the financial institutions they supervise. This 
oversight is a re^nsibility of both federal regulatory agencies, including 
the Federal Resene System (Federal Reserve), the Office of the 
Comptroller of the Currency (OCC), the Office of Thrift Superviaon 
(OTS), and the Securities and Exchange Commission (SEC), and of self - 
regulatory organizations, such as the Financial Industry Regulatory- 
Authority (FINRA). Several significant analyses of the current financial 
crisis, which has threatened the stability of the financial system and led to 
the insolvency of some large U.S. financial institutions, have identified 
inadequate risk management at large financial institutions as one of the 
causes of the crisis.' Mrgor institutions across the financial sector— 
Lehman Brothers, Washington Mutual, and Wachovia— have failed or been 
rescued at the last moment by mergers and acquisitions, and the factors 
that led to these failures such as poor underwriting standards for 
mortgages and a lack of understanding of the risks posed by some 
structured products, as well as the failures themselves, have led to 
instability of the financial system in the United States. Tire failures of these 
institutions to appropriately identify, measure, and manage their risks 
have raised serious questions about the adequacy of the regulators' 
oversight of risk management. Moreover, these failures raise a number of 
questions about what lessons can be learned ftom the current crisis that 
should be considered as Congress and the Administration begin to rethink 
the current financial regulatory system. 

My statement today focuses on our review of regulators' oversight of risk 
management systems at a limited number of large, complex financial 
institutions (initiated at the request of Chairman Reed) as well as our past 
work on the federal regulatory system. Specifically, I will discuss (1) how 


'Senior Supervisors Group, OfisenarKm orr Risk Mmagmmt Pmcivxs during the Recent 
Market Turiulence, .March 6, 2008; The President's Working Group on Financial Markets, 
Policy Statement on Financiai Market Developmenls, March 13. 2008; Financial Stability 
Forum Report Ore Pinanciat StabUity Forum on Enkwmng Market and Institulionat 

Resilience, April 7, 2008; and Basel Committee on Banking Supervision: The Joint Forum, 
Cross-seclonti revieic of group-wnde identificatm and monojenrcnt oj risk 
concenlrattons. April 2008. Institute of International Finance, Final Report o/ the IIF 
Committee on Market Best Practices: Principles of Conduct and Best Practice 
Recommendations— Industry Response to the Market Turmoil of 2007-2008, July 2008. 
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regulators oversee risk management at large financial institutions, (2) the 
extent to which regulators identified shortcomings in risk management at 
seiected institutions prior to the beginning of the financial crisis in the 
summer of 2007, and (3) how some aspects of the regulatory system may 
have contributed to or hindered the oversight of risk management 

To prepare for this testimony, we built upon our existing body of work on 
regulatory oversight of risk management* We evaluated the examination 
guidance used by examiners at the Federal Reserve, OCC, OTS, and SEC. 
We also conducted a literature review to identify good risk management 
practices. We identified and used as criteria The Committee of Sponsoring 
Organizations of the Treadway Commission's (COSO) Enterprisewide 
Risk Management— Integrated Framework and several analyses of risk 
management as they relate to the current financial crisis including the 
Institute of International Finance’s (IIF) Final Report of the IIF 
CommiUee on Market Best Practices: Principles of Conduct and Best 
Practice Recommendations and the Senior Supervisor Group's 
Observations an Risk Management Practices During Recent Turbident 
Times. Finally, for the the period 2006-2008, we reviewed the authorities 
under which the regulators exercise oversight of risk management, 
examination reports, and workpapers supporting these reports for a smail 
number of large financial institutions that we selected. The results cannot 
be projected to the universe of large complex institutions but rather 
provide examples of risk management oversight at the selected 
institutions. In this regard, I note that the statutory authority providing for 
GAO audits of the federal bank regulators generally prohibits GAO from 
disclosing regulatory nonpublic information identifying an open bank. 
Therefore, we will not disclose the banking institutions included in our 
study or detailed information obtained from the examinations or 
interviews with the examination staff. 

We conducted this work from December 2008 to March 2009 in 
accordance with generally accepted government auditing standards. Those 


“GAO, Financial Market Regutalicm: Agencies Engaged in Consolidated Supervision Can 
Slrengthen Performance Measurement and Collaboralion, GAO-07-15‘1 (Washington, D.C.: 
Mar. 15, 2007); Risk-focused Bank Examinations: Regulators of Large Banking 
Organisations Face Challenges, GACVGGD-0i)-J8 (Washington, D.C.: Jan. 24, 2000); Risk- 
Based CapiUik Regulatory and Industry Approaches to Capital and Risk, 
GAO/CGD-OS-ISO (Washington, D,C,: July 20, 1998); Financial Derivatim: Actions Taken 
or Proposed Since May 1994, GACVGGD/AIMD-97-8 (Washington, D.C.: Nov. 01, 1998) 
GAO/GGD/AIMD-97.8; and Financial Derivatives: Actions Needed to Protect the Financial 
System, G.\0/GG[)-94-133, (Washington, D.C.: May 18, 1994). 
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standards require that we plan and perform the audit to obtain sufficient 
evidence to provide a reasonable basis for our findings and conclusions 
based on our audit objectives. We believe that the evidence obtained 
provides a reasonable basis for our findings and conclusions based on our 
audit objectives. 


In Summary 


The Federal Reserve. OCC, OTS, and SEC maintain continuous contact 
with large, complex institutions, using a risk-based examination approach 
that aims to identify areas of risk and assess these institutions' risk 
management systems but the approaches of banking and securities 
regulators varies somewhat across regulators. The banking regulators 
(Federal Reserve, OCC, and OTS) use a combination of supervisory 
activities, including informal tools and examination-related activities to 
assess the quality of risk management For example, bank examiners 
review the activities, products, and services that an institution engages in 
to identify risks and then through continuous monitoring and targeted 
examinations assess how the institution manages those risks. Banking 
examiners use the information they gather to assign a rating that, among 
other things, includes an assessment of the quality of the institutions’ risk 
management systems including its governance and policies. The Federal 
Reserve and OCC have detailed risk assessment frameworks or processes. 
Both OCC and the Federal Resert-e conduct a number of targeted 
examinations. SEC’s and FtNRA's risk management assessment of broker- 
dealers primarily relies on discrete targeted examinations to determine 
whether institutions ate in compliance with regulatory rules and securities 
laws. Generally, all the regulators look at risk management at the 
institutional level, but they also perform horizontal examinations- 
coordinated supervisory reviews of a specific activity, business line, or 
risk management practice across a group of peer institutions. When bank 
regulators identify weaknesses in risk management at an institution, they 
have a number of informal and formal supervisory tools they can use for 
enforcement and to effect change.’ SimMy, SEC and FINRA have 
specific tools for effecting risk management improvements that are used 
when institutions ate not in compliance with specific rules or regulations. 


'intonnal enforcement actions indnde commitment letters, memoianda of undeistanifing. 
and for bant! regulaiom safet>' and soundness plan. Foimal actions are authorized by 
siatuie, are generally mote severe, and are disdosed to the pubbe. Formal actions mdude 
consent orders, cease and desist orders and formal written agreements, among others. 
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In the examination materials we reviewed, we found that regulators had 
identified numerous weaknesses in the institutions' risk management 
systems prior to the beginiung of the financial crisis; however, regulators 
did not effectively address the weaknesses or in some cases fully 
appreciate their magnitude until the institutions were stressed. For 
example, 

• Some regulators found that institutions' senior management oversight of 
risk management systems had significant shortcomings, such as a lack of a 
comprehensive means to review enlerprisewide risks, yet some regulators 
gave the Institutions satisfactory assessments until the financial crisis 
occurred. 

• Regulators identified other risk management weaknesses, such as the 
testing and validation of models used to assess and monitor risk exposures 
and price complex instruments. For example, some regulators found that 
institutions had not tested the assumptions in models used to evaluate 
risks — such as the likelihood of a borrower to default — but, for at least 
one institution, examiners did not prohibit the institutions from usmg 
untested models nor did they change tlieir overall assessment of the 
institutions’ risk management program based on these findings. 

• In a 2006 review, the Federal Reserve found that none of the large, 
complex banking institutions it reviewed had an integrated stress testing 
program that incorporated all m^or financial risks enterprisewide, nor did 
they test for scenarios that would render them insolvent. 

In these instances, regulators told us that they did not fully appreciate the 
risks to tlie institutions under review or the implications of the identified 
weaknesses for the stability of the overall financial system. One regulator 
told us it was difficult to identify all risk management weaknesses until 
these systems became stressed by the financial crisis. 

Some aspects of the regulatory system may have hindered regulators’ 
oversight of risk management. One is that no regulator systematically and 
effectively looks across all large, complex financial institutions to identify 
factors that could have a destabilizing affect on the overall fiiumcial 
system. As a result, both banking and securities regulators continue to 
assess risk management primarily on an individual institutional level. Even 
when regulators perform horizontal examinations across institutiorts in 
areas such as stress testing, credit risk practices, and the risks of 
structured mortgage products, they do not consistently use the results to 
identify potential systemic risks. In addition, in 2005, when the Federal 
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Resen'e implemented an internal process to evaluate financial stability 
issues related to certain large financial institutions, it did not consider 
risks on an integrated basis and, with hindsight, we note that it did not 
identify in a timely maimer the severity of the risks that ultimately led to 
the failure or near failure of some of these institutions and created severe 
instability in the overall financial system. Another aspect of the regulatory 
system that hinders regulators’ oversight of risk management, by creating 
areas of overlap or limiting their view of risk management, comes from 
primary bank and functional regulators— such as the regulator of a 
broker-dealer— overseeing risk management at the level of a legal entity 
within a holding company that owns a number of subsidiary entities. While 
these regulators focus on depositories or broker-dealers, large financial 
institutions manage risks on an enterprisewide basis or by business lines 
that cut across legal entities. To the extent that a primary bank or 
functional regulator concentrates on the risks of a legal entity within an 
enterprise, the regulator will have a limited view of how the enterprise as a 
whole manages risk. On the other hand, if the regulator reviews risks 
outside the legal entity, it may be duplicating the oversight activities of 
other regulators including the holding company regulator. Finally, when a 
financial institution manages risks such as market risk across the 
depository and broker dealer, the primaiy bank and broker-dealer 
regulators may be performing duplicative oversight of certain functions as 
well. 


Background 


Financial institutions need systems to ideniily, assess, and manage risks to 
their operations from inlenial and external sources. These risk 
management systems are critical to responding to rapid and unanticipated 
changes in financial markets. Risk management depends, in part, on an 
effective corporate governance system that addresses risk across the 
institution and also witlun specific areas of risk, including credit, market, 
liquidity, operational, and legal risk.' The board of directors, senior 


'Credit risk is the potential for financial losses resulting from (he failure of a borrower or 
counterparty » perform on an obligation. Market risk is the potential for financial losses 
due to the increase or decrease in the value or price of an asset or liability resulting from 
broad movements in prices, such as interest rales, commodtQf prices, stock prices, or the 
relative value of currencies (foreign exchange) Liquidity risk is die potential for financial 
losses due to an institution's fatting to meet its obligations because of an InabUiQr to 
liquidate assets or obtain adequate funding. Operational risk is the potential for unexpected 
financial losses due to inadequate information systems, operational protdems, and 
breaches in internal controls, or fraud. Legal risk is the potential for financial losses due (o 
breaches of law or regulation that may result in heavy penalties or other costs. 
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management (and its designated risk-monitoring unit), the audit 
committee, internal auditors, and external auditors, and others have 
important roles to play in an effectively operating risk-management 
system. The different roles that each of these groups play represent critical 
checks and balances in the overall risk-management system. 

Since 1991, the Congress has passed several laws tliat emphasize the 
importance of internal controls including risk management at financial 
institutions and the Committee of Sponsoring Organizations of the 
Treadway Commission (COSO) has issued guidance that management of 
financial institutions could use to assess and evaluate its internal controls 
and enterprisewide risk management. 

• Following the savings and loan crisis in the 1980s, the Federal Deposit 
Insurance Corporation Improvement Act of 1991 (FDICIA) strengthened 
corporate governance in large U.S. banks and thrifts. FDICIA required 
management to armually assess its system of internal control over 
financial repotting and the external auditors to attest to management’s 
assertions. The corporate governance model established under FDICIA 
emphasized strong internal control systems, proactive boards of directors, 
and independent, knowledgeable audit conunittees. 

■ During 1992, and with a subsequent revision in 1994 COSO issued its 
Internal Control - Integrated Framework. The COSO Framework set out 
criteria for establishing key elements of corporate governance, especially 
the “tone at the top." Tlie framework also set forth the five components of 
an effective system of internal control: control environment, risk 
assessment, control activities, information and communication, and 
monitoring. 

• With the failures of Enron and WorldCom, Congress passed the Sarbanes- 
Oxley Act of 2002 (SOX) which required managements of public 
companies to assess their systems of internal control with external auditor 
attestations, though the implementation for smaller public companies has 
been gradual and is not yet complete. Under section 404 of SOX, the SEC 
required that management identify what framework it used to assess the 
system of internal control over financial reporting. Though it did not 
mandate any particular framework, the SEC recognized that the COSO 
Framework satisfied the SEC's own criteria and allowed its use as an 
evaluation framework. 

• In 2004, COSO issued Enterprise Risk Management - Integrated 
Framework (ERM Framework), though it is not a binding framework for 
any particular entity or industry. The ERM Framework, which 
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encompasses the previous internal control framework, establishes best 
practices and expands the criteria and tools that management can use to 
assess whether it has an effective risk management system. The 
framework encourages the board of directors and senior management, in 
their corporate governance roles, to set tire risk appetite of the entity, 
which is the amount of risk the entity is willing to accept in its overall 
strategy. Management further sets risk objectives to achieve the entity’s 
goals and sets risk tolerances to ensure that the risk appetite is not 
exceeded. 

Regulators also have a role in assessing risk management at financial 
institutions. In particular, oversight of risk management at large financial 
institutions is divided among a number of regulatory agencies. The Federal 
Reserve oversees risk management at bank holding companies and state 
member banks that Eire members of the Federal Reserve System; OTS 
oversees thrift holding companies and thrifts; SEC and FINRA oversee risk 
management at SEC-registered U.S. broker-dealers; and OCC oversees risk 
management at national banks. 

The Federal Reserve and OTS have long had authority to supervise holding 
companies. The Federal Reserve’s authority is set forth primarily in the 
Bank Holding Company Act of 1956, which contains the supervisory 
framework for holding companies that control commercial banks. OTS’s 
supervisory authority over thrift holding companies is set forth in the 
Home Owners Loan Act. In the Gramm-Leach-Bliley Act of 1999 (GLBA), 
Congress expanded the range of permissible holding company activities 
and affiliations and also set forth restrictions and guidance on how those 
companies should be supervised. However, Congress did not clearly 
express the aims of holding company supervision. GLBA authorizes the 
Federal Reserve and OTS to examine the holding company and each 
subsidiary in order to: (a) inform the regulator of “the nature of the 
operations and financial condition” of the holding company and its 
subsidiaries; and (b) inform the regulator of the financial and operational 
risks within the holding company system that may threaten the safety and 
soundness of the holding company’s bank subsidiaries and the systems for 
monitoring and controlling such risks; and (c) monitor compliance with 
applicable federal laws. On the other hand, GLBA specifies that the focus 
and scope of examinations of holding companies and any of their 
subsidiaries shall “to the fullest extent possible” be limited to the holding 
company and “any subsidiary that could have a materially adverse effect 
on the safety and soundness of a depository institution subsidiary" due to 
the size, condition or activities of the nonbank subsidiary or the nature or 
size of transactions between tliat subsidiary and the banking subsidiary. In 
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our work over the years, we have encountered a range of perspectives on 
the focus of holding company exantinations, some of which emphasize the 
health of the depository institution as the primary examination focus and 
some of which look more expansively to the holding company enterprise 
under certain conditions. 

In addition to the provisions generally applicable to holding company 
supervision, GLBA also limits the circumstances under which both holding 
company regulators and depository institution regulators may examine 
functionally regulated subsidiaries of bank holding companies, such as 
broker-dealers. Gramm-Leach-Bliley permits holding company regulators 
to examine functionally regulated subsidiaries only under certain 
conditions, such as where the regulator has reasonable cause to believe 
that the subsidiary is engaged in activities that pose a material risk to an 
affiliated bank or that an examination is necessary to obtain information 
on financial and operational risks within tlie holding company system that 
may threaten an affiliated bank’s safety and soundness. The examination 
authority of depository institution regulators permits the examination of 
bank affiliates to disclose fuUy an affiliate’s relations with the bank and the 
effect of those relations on the bank. However, with respect to 
functionally regulated affiliates of depository institutioris, Gramm-Leach- 
BUley imposes the same restraint on the use of examination authority that 
applies to OTS and the Federal Reserve witli respect to holding 
companies. That is, Gramm-Leach-Bliley instructs that bank and holding 
company supervisors generally are to limit the focus of their examinations 
of functionally regulated affiliates and, to the extent possible, are to reply 
on the work of primary bank and functional regulators that supervise 
holding company subsidiaries. An example of this situation would be 
where a holding company has a national bank or tlirift subsidiary and a 
broker-dealer subsidiary. Under GLBA, the holding company regulator is 
to rely “to the firllest extent possible" on the work of primary bank and 
functional regulators for information on the respective entities. Also under 
GLBA, bank supervisors are similarly limited with respect to affiliates of 
the institutions they supervise. 

SEC’s authority to examine U.S. broker-dealers is set forth in the 
Securities and Exchange Act of 1934. Under the 1934 act, SEC’s 
examination authority ov'er broker-dealers does not permit SEC to require 
examination reports on affiliated depository institutions, and if SEC seeks 
non-routine information about a broker-dealer affiliate that is subject to 
examination by a bank regulator, SEC must notify and generally must 
consult with the regulator regarding the information sought. Oversight of 
U.S. broker-dealers is performed by SEC’s Division of Trading and Markets 
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(Trading and Markets) and Office of Compliance, Inspections, and 
Examinations (OCIE). In addition, SEC delegates some of its authority to 
oversee U.S. broker-dealers to FINRA, a self-regulatoiy organization that 
was established in 2007 through the consolidation of NASD and the 
member regulation, enforcement and arbitration functions of the New 
York Stock Exchange. 


Under the alternative net capital rule for broker-dealers, from 2005-2008, 
SEC conducted a voluntary consolidated-supervised entity progranr under 
which five investment bank holding companies voluntarily consented to 
having SEC oversee them on a consolidated basis.* Today, no institutions 
ate subject to SEC oversight at the consolidated level, but several broker- 
dealers within bank holding companies are still subject to the alternative 
net capital rule on a voluntary basis.* 


Regulators Identify 
Areas of Risk and 
Examine Risk 
Management Systems, 
but Their Specific 
Approaches Vary 


The Federal Reserve, FINRA, OCC, OTS, and SEC each identify areas of 
risk relating to the large, complex financial institutions they oversee and 
examine risk management systems at regulated institutions. However, the 
banking and securities regulators take different approaches. The banking 
regulators (Federal Reserve, OCC, and OTS) use a combination of 
supervisory activities, including informal tools and examination-related 
activities to assess the quality of institutional risk management systems 
and assign each institution an annual rating. SEC and FINRA aggregate 
information flrom officials and staff of the supervised institutions 
throughout the year to identify areas of concern across all broker-dealers 
For those broker-dealers covered by the alternative net capital rule, SEC 
and FINRA emphasize compliance with that rule during target 
ercaminations. Under the CSE program. SEC continuously supervised and 
monitored the institutions in the program. 


‘l7CJ'.R.f240.16c3-l. 

*Be>r Steams was aopiircd by JPMorgan Ctiase, Lehman Brothers failed. .Metiill Lynch was 
acquired by Bank of America, and Goldman Sachs and Morgan Stanley have become bank 
holding companies. 
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Banking Regulators Use a 
Number of Supervisory 
Activities for Assessing 
Risk Management at Large, 
Complex Institutions 


Banking regulatois cany out a number of supervisory activities in 
overseeing risk management of large, complex fiiumdal institutions. To 
conduct on-site continuous supervision, banking regulators often station 
examiners at specific institutions. This practice allows examiners to 
continuously analyze information provided by the financial institution, 
such as board meeting minutes, institution risk reports'management 
information system reports, and for holding company supervisors 
supervisory reports provided to other regulators, among other tilings. This 
type of supervision allows for timely arUustments to the supervisory 
strategy of the examiners as conditions change within the institution. Bank 
examiners do not conduct a single annual full-scope examination of the 
institution. Rather, they conduct ongoing examinations that target specific 
areas at the institutions (target examinations) and annually issue an 
overall rating on the quality of risk management.’ 


Each regulator had a process to assess risk management systems. While 
each included certain core components, such as developing a supervisory 
plan and monitoring, tlie approach used and level of detail varied. 


• The Federal Reserve’s guidance consisted of a detailed risk assessment 
program that included an analytic framework for developing a risk 
management rating for holding companies. Unlike most bank regulatory 
examination guidance, this guidance is not yet publicly available. 
.According to Federal Reserve officials, the primary pmposc of the 
ftamework is to help ensure a consistent regulatory approacli for 
assessing inherent risk and risk management practices of large financial 
institutions (the holding company) and make informed supervisory 
assessments. The Federal Reserve program for large complex banking 
organizations is based on a "continuous supervision" model that assigns a 
dedicated team to each institution. Those teams are responsible for 
completing risk assessments, supervisory plans, and annual assessments. 
The risk assessment includes an evaluation of inherent risk (credit, 
market, operational, liquidity, and legal and compliance) and related risk 


'Depositoiy institutions receive whatis known as a CAMELS rating. The CAMEli rating is 
deBned as Capital Adequacy^, Asset Quality-.A Management-M, Eamiiigs-E, Liqtndint-L, 
and SSeitsitivity to .Market Risk. The Federal Reserve Lssues what is kitown as a RFI/ CP) 
ratiitg. It is defined as Risk Management-R, Financial Condiiion-F. Potential impact of the 
parent company and nondepository subsidiaries on the subsidiaty depositoty insUtutiotts-I, 
Composite RatingC and Depoatory Instinition-D. The D rabng subcomponent is the 
primary banking rating In 1^ 2007, OTS changed itsguidanccrelatedtotheCORE 
competencies— Capital, Oiganizalion, Relationship, and Eamlngs In a nde finalized on 
Jaimaiy 1, 2008, OTS cltanged the "R" to Risk .Management 


Page 10 


GAOdS-Uirr 



42 


management and internal controls. The risk assessment is often the 
starting point for the supervisory plan as well as a supporting document 
for the aimual assessment. 

The annual assessment requires the dedicated team to evaluate and rate 
the firm's risk management, its financial condition, and the potential 
impact of its non-depository operations on the depository institution. To 
apply the risk or “R” rating, the examiner must consider (1) board of 
director and senior management oversight; (2) policies, procedures, and 
limits; (3) risk monitoring and management information system; and (4) 
internal controls for each of the risk areas.* The examiners then provide an 
overall “R” rating for the institution. 

• OCC’s onsite examiners assess the risks and risk management functions at 
large national banks using a detailed approach that is similar to that used 
by the Federal Reserve’s examiners. The core assessment is OCC’s 
primary assessment tool at the institutional level. According to OCC’s 
guidance, its examiners are required to assess tlie quality, quantity, and 
overall direction of risks in nine categories (strategic, reputation, credit, 
interest rate, liquidity, price, foreign currency translation, transaction, and 
compliance). To determine the quality of risk management, OCC 
examiners assess policies, processes, personnel, and control systems in 
each category This risk assessment is included in the examination report 
that is sent to the bank’s board of directors. OCC also provides a rating 
based on the bank’s capital, asset quality, management, earnings, liquidity, 
and sensitivity to market risk (the CAMELS rating), all of which can be 
impacted by ^e quality of a risk management system. OCC’s supervisory 


“According to Federal Reserve documentation, Board of Director and Senior Management 
Oversight evaluates the adequacy and effectiveness of its understanding and management 
of risk inherent in the BIIC’s activities, as weil as the general capabilities of management. If 
also includes considerations of management’s ability to identily, understand, and control 
the risk undertaken by the institution, to hire competent staff, and to respond to change in 
the institution’s risk profUe or irmovations in the banking sector. Policies, Ihocedures, and 
Limits evaluates the adequacy of policies, procedures, and limits given the risk inherent in 
the activities of the consolidated organization and the orgaitization's stated goals and 
objectives. The analysis may include a consideration of the adequacy of the institution's 
accounting and risk-disclosure policies and procedures. Risk monitoring and management 
mformatlon system reviews the assumption, data, and procedures used to measure risk and 
the consistency of these tools with the level of complexity of the organization's activities. 
Internal controls and audits are evaluated relating to the accuracy of financial reporting 
and disclosure and the strength and influence, witliin the organization, of the internal audit 
team. The analysis will include a review of the independence of control areas from 
management and the consistency of the scope coverage of the internal audit team with the 
complexity of the organization. 
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strategy or plan for targeted examinations is developed from this Risk 
Assessment System." Exantiners can change a bank’s ratings at any time if 
the bank’s conditions warrant that change. Targeted examinations are a 
key component of OCC's oversight. Based on the materials we reviewed 
covering the last 2 years, OCC conducted 23 targeted examinations in 2007 
and 45 in 2008 at a large national bank. These examinations focused on 
specific areas of risk management, such as governance, credit, and 
compliance. 

• Recently revised OTS guidance requires its examiners to review large and 
complex holding companies to determine whether they have a 
comprehensive system to measure, monitor, and manage risk 
concentrations, determine the major risk-taking entities within the overall 
institution, and evaluate the control mechanisms in place to establish and 
monitor risk limits. OTS’s recently revised guidance on assessing risk 
management includes a risk management rating framework that is similar 
to the Federal Reserve’s. It includes the same risk management rating 
subcomponents — govemance/board and senior management oversight; 
policies, procedures, and limits; risk moiutoring and management 
information systems, and internal controls — and criteria that the Federal 
Reserve applies to bank holding companies. However, OTS considers 
additional risk areas, such as concentration or systemic risk. Starting in 
2007, OTS used a risk matrix to document the level of 13 inherent risks by 
business unit The matrix also includes an assessment of each unit’s risk 
mitigation or risk management activities, including internal controls, risk 
monitoring systems, policies/procedures/limits, and governance. OTS 
began using the risk matrix to develop its supervisory plan. Based on our 
review of examination materials, OTS conducted targeted examinations on 
risk management in such areas as consumer lending and mortgage-backed 
securities. 

In the last few years, the banking regulators have also conducted 
examinations tliat covered several large complex financial institutions on 
specific issues such as risk management (horizontal examinations). 
According to the Federal Reserve, horizontal examinations focus on a 
single area or issue and are designed to (1) identify the range of practices 
in use in the industry, (2) evaluate the safety and soundness of specific 
activities across business lines or across systemically important 
institutions, (3) provide better insight into the Federal Reserve’s 


^he Risk Assessment System is the assessment framework of the nine categories of risk 
and the risk management systems. 
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imderetanding of how a finn’s operations compare with a range of industry 
practices, and (4) consider revisions to the formulation of supervisory 
policy. During the period of our review, the Federal Reserve completed 
several horizontal examinations on large, complex banking organizations, 
including stress testing and collateral management According to Federal 
Reserve officials, examiners generaDy provide institutions with feedback 
that tells them generally how they are doing relative to their peers, and if 
any serious weaknesses were identified, these would be conveyed as well. 
With the Federal Reserve, OCC conducted a horizontal examination on 
advanced credit risk practices and OTS conducted a review across 
institutions for nontraditionai mortgages and used the findings to issue 
supplemental guidance. According to an OCC official, the regulator uses 
the findings in horizontal reviews as a supervisory tool and to require 
corrective actions, as well as a means to discover information on bank 
practices to issue supplemental guidance. 


Securities Regulators’ 
Approaches to Assessing 
Risk Management Revolve 
around Regularly 
Scheduled Targeted 
Examinations 


SEC and FINRA generally assess risk management systems of large 
broker-dealers using discrete, but risk-focused examinations. The focus of 
SEC and FINRA oversight is on compliance with their rules and the 
Securities and Exchange Act of 1934. Although SEC and FINRA are in 
continuous contact with large, complex institutions, neither SEC nor 
FINRA staff conduct continuous onsite monitoring of broker-dealers that 
involves an assessment of risks. FINRA's coordinator program is 
continuous supervision, albeit not on site. According to SEC and FINRA, 
however, they receive financial and risk area information on a regular 
basis fiom the largest firms and those of financial concern through the 
OCIE compliance monitoring program, the FINRA capital alert program, 
and regular meetings with the firms. To identify risks, they aggregate 
information from their officials and staff throughout the year to identify 
areas that may require special attention across all broker-dealers. SEC and 
FINRA conduct regularly scheduled target examinations that focus on the 
risk areas identified in their risk assessment and on compliance with 
relevant capital rules and customer protection rules. SEC's internal 
controls risk management examinations, which started in 1995, cover the 
top 15 wholesale and top 15 retail broker-dealers as well as a number of 
mid-sized broker-dealers with a large number of customer accounts. At the 
largest institutions, SEC conducts examinations every three years, w'hile 
FINRA conducts annual examinations of all broker-dealers. According to 
Trading and Markets, the CSE program was modeled on the Federal 
Reserve’s holding company supervision program, but continuous 
supervision was usually conducted off site by a small number of 
e.xaminers, SEC did not rate risk management systems, nor use a detailed 
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risk assessment processes to determine areas of hipest risk. During the 
CSE program, Trading and Markets staff concentrated their efforts on 
market and liquidity risks because the alternative net capital rule focused 
on these risks and on operational risk because of the need to protect 
investors. According to OCIE, their examiners focused on market, credit, 
operational, legal and compliance risks, as well as senior management, 
internal audit and new products. Because only five investment banks were 
subject to consolidated supervision by SEC, SEC staff believed it did not 
need to develop an overall supervisory strategy or written plans for 
individual institutions it supervised; however, OCIE drafted detailed scope 
memorandums for their target examinations. While no institutions are 
subject to consolidated supervision by SEC at this time, a number of 
broker-dealers are subject to the alternative net capital rule. 

SEC and FINRA conduct horizontal or “sweep" examinations and, for 
example, have completed one for subprime mortgages. OCE officials said 
that it had increased the number of these types of examinations since the 
current financial crisis began. Under the consolidated supervised entity 
program, Trading and Markets conducted several horizontal examinations 
aimed at discovering the range of industry practice in areas such as 
leveraged lending. 


Banking Regulators Have a 
Variety of Tools to Address 
Risk Management 
Weaknesses 


The banking regulators have developed guidance on how they should 
communicate their examination findings to help ensure that financial 
institutions take corrective actions. Bank regulators generally issue 
findings or cite weaknesses in supervisory letters or an annual 
examination report addressed to senior management of the financial 
institution. However, regulators also meet with institution management to 
address identified risk management weaknesses. Examples include: 


• After a target examination, the Federal Reserve, OCC, OTS each prepare 
supervisory letters or reports of examination identifying weaknesses that 
financial institutions are expected to address in a timely manner. In 
addition to issues or findings, the Federal Reserve and OCC supervisory 
letters provided a specific timefi’ame for the institution to send a written 
response to the bank regulator articulating how the institution planned to 
address the findings. In these instances, for the files we reviewed, the 
institutions complied with the timeframes noted in the supervisory letter. 
TTiese letters nay be addressed to the board of directors or the CEO or as 
we found, the senior managers responsible for the program. For example, 
a Federal Reserve Bank addressed a recent targeted examination on a 
holding company's internal audit function to the chief auditor of the 
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holding company. Similarly, OCC addressed an examination of advanced 
risk management processes to a bank’s chief credit officer. OTS also 
addressed some reports of target examinations to senior managers 
responsible for specific programs. 

• In their supervisory letters, OCC sometimes identifies “Matters Requiring 
Attention,” which instruct the bank to explain how it will address the 
matter in a timely manner. In its supervisory guidance, matters requiring 
attention include practices that deviate from sound governance, internal 
control and risk management principles that may adversely impact the 
bank’s earning or capital, risk profile, or reputation if not addressed.'" 
According to its guidance, OCC tracks matters requiring attention until 
they are resolved and maintains a record when these matters are resolved 
and closed out. OCC also includes recommendations to national banks in 
their supervisory letters. In addition, OCC will insert recommendations in 
their letters which are suggestions relating to how a bank can operate a 
specific program or business line more effectively. 

• After the beginning of the financial crisis, the Federal Reserve issued 
revised examination guidance in July 2008 that established three types of 
findings: matters requiring immediate attention, matters requiring 
attention, and observations. Previously, each of the individual Federal 
Reserve Banks had its own approach to defining findings. Matters 
requiring attention and observations are similar to related practices 
followed by OCC. For matters requiring immediate attention, the matter is 
considered more urgent. According to their guidance, matters requiring 
immediate attention encompass the highest priority concerns and include 
matters that have the potential to pose sigiuficant risk to the organization’s 
safety and soundness or that represent significant instances of 
noncompliance with laws and regulations. 

• OTS examiners may list recommendations in the report, findings, and 
conclusions, but in the materials we reviewed examiners did not report 
these in a standard way. While members of the Board of Directors are 
required to sign the report of annual examination indicating that they have 
read the report, they are not required to submit a written response. The 
OTS Handbook Section OGO Examination Administration provides 
guidance on the use of “matters requiring board attention" or other lesser 
supervisory corrective actions that should be addressed in the 


‘"OCC Memorandum, Matters Requiring Attention, August 8, 2006. 
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examination correspondence. According to OTS, matters requiring board 
attention and corrective actions are also tracked in its regulatory action 
system for follow up. 


• For 2008, we reviewed one regulator’s tracking report of matters requiring 
attention at one institution and found that only a small number of the 64 
matters requiring attention relating to risk management and internal 
controls had been closed out or considered addressed by the end of 
January 2009. The examiners explained that some matters, such as 
institutions making a(^justments to their technology framework can be 
time consuming. Another regulator told us that it does not track when 
institutions have implemented remedial actions. 

• Because the banking regulators are generally on site and continuously 
monitoring large, complex institutions, examiners told us that a significant 
part of their efforts to improve risk management systems were undertaken 
through regularly scheduled meetings with senior management. According 
to Federal Reserve and OCC officials, these meetings allow opportunities 
for examiners to followup with management concerning actions that they 
expect the financial institutions to implement. A Federal Reserve examiner 
explained that several meetings were held with officials at a holding 
company concerning an internal control matter in order to help ensure 
that the institution was addressing the issue. For its complex and 
international organizations program, OTS directs its examiners to use 
regular meetings with senior management and periodic meetings with 
boards of directors and any relevant committees to effect change. OTS 
guidance indicates that examiners' regular meetings with senior 
management are designed to communicate and address any changes in 
risk profile and corrective actions. OTS also views annual meetings with 
the Board of Directors as a forum for discussing significant findings and 
management's approach for addressing them. 

In addition to these tools, bank regulators’ approval authorities related to 
mergers and acquisitions could be used to persuade institutions to address 
risk management weaknesses. For example, the Federal Reserve, OCC, 
and OTS are required to consider risk management when they approve 
bank or thrift acquisitions or mergers and could use identified weaknesses 
in this area to deny approvals. In addition, bank regulators have to 
approve the acquisition of bank charters and must assess management’s 
ability to manage the bank or thrift charter being acquired. 
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SEC’s Oversight Tools Are 
Aimed at Addressing 
Violations 


If SEC’s OCIE or FINRA examiners discover a violation of SEC or FINRA 
rules, the institution is required to resolve the deficiency in a timely 
manner. OCIE developed guidance on deficiency letters for examinations. 
According to SEC and FINRA staff, because SEC or FINRA rules do not 
contain specific requirements for internal controls, problems with internal 
controls generally are not cited as deficiencies. However, weaknesses in 
internal controls can rise to such a level as to violate other FINRA rules, 
such as supervision rules. Deficiencies and weaknesses are followed up on 
in subsequent examinations. OCIE's compliance audits require institutions 
to correct deficiencies and address weaknesses. OCIE staff told us that if 
the institutions do not address deficiencies in a timely manner, they may 
be forwarded to the enforcement division. For example, OCIE staff was 
able to discuss limit violations with one firm and required the firm to 
change their risk limit system to significantly reduce their limit 
violations— indicating senior management was taking steps to better 
oversee and manage their risks. Under the consolidated supervised entity 
progrant, SEC’s Trading and Markets relied on discussions with 
management to effect change. For example, Trading and Market staff told 
us that they had discussions with senior management that led to changes 
in personnel 


Regulators Identified 
Weaknesses in Risk 
Management Systems 
before the Crisis but 
Did Not Fully 
Recognize the Threats 
They Posed 


In the years leading up the financial crisis, some regulators identified 
weaknes-ses in the risk management systems of large, complex financial 
institutions. Regulators told us that despite these identified weaknesses, 
they did not take forceful action— such as changing their assessments— 
until the crisis occurred because the institutions reported a strong 
financial position and senior management had presented the regulators 
with plans for change Moreover, regulators acknowledged that in some 
cases they had not fully appreciated the extent of these weaknesses until 
the financial crisis occurred and risk management systems were tested by 
events. Regulators also acknowledged they had relied heavily on 
management representations of risks. 


Puget- 


GAOUS-tSSI 


49 


Some Regulators Identified 
Weaknesses in Risk 
Management Systems in a 
Limited Number of 
Institutions but Did Not 
Take Forceful Actions to 
Address Them until the 
Crisis Began 


In several instances, regulators identified shortcomings in institutions’ 
oversight of risk management at the limited number of large, complex 
institutions we reviewed but did not change their overaU assessments of 
the institutions until the crisis began in the summer of 2007." For example, 
before the crisis one regulator found significant weaknesses in an 
institution's enteiprisewide risk management system stemming from a 
lack of oversight by senior management. In 2006, the regulator notified the 
institution’s board of directors that the 2005 examination had concluded 
that the board and senior man^ement had failed to adequately oversee 
financial reporting, risk appetite, and internal audit functions. The 
regulator made several recommendations to the board to address these 
weaknesses. We found that the regulator continued to find some of the 
same weaknesses in subsequent examination reports, yet examiners did 
not take forceful action to require the institution to address these 
shortcomings until the liquidity crisis occurred and the severity of the risk 
management weaknesses became apparent. When asked about the 
regulator’s assessment of the holding company in general and risk 
management in particular given the identified weaknesses, examiners told 
us that they had concluded that the institution's conditions were adequate, 
in part, because it was deemed to have sufficient capital and the ability to 
raise more. Moreover, the examiners said that senior management had 
presented them with plans to address the risk management weaknesses. 


In another example, other regulators found weaknesses related to an 
institution’s oversight of risk management before the crisis. One regulator 
issued a letter to the institution’s senior management in 2005 requiring that 
the institution re^nd, within a Reified time period, to weaknesses 
uncovered in an examination. The weaknesses included the following: 


• The lack of an enterprisewide framework for overeeeing risk, as 
specified 'm the COSO framework. The institution assessed risks (such 
as market or credit risks) on an individual operating unit basis, and was 
not able to effectively assess risks institutionwide. 

• A lack of conunon definitions of risk types and of corporate policy for 
approving new products, which could ensure that management had 
retiewed and understood any potential risks. 


"fflS does not have specific nsk-based or leverage capital tequiremeots (or thrift holding 
companies but does require them to hold adequate capital pursuant to capital mamtenance 
agreements. 
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• An institutional tendency to give earnings and profitability growth 
precedence over risk management. 

In addition, the regulator recommended that senior management 
restructure the institution’s risk management system to develop corporate 
standards for assessing risk. However, the regulator’s assessment of the 
institution’s risk management remained satisfactory during this period 
because senior management reported that they planned to address these 
weaknesses and, according to examiners, appeared to be doing so. 
Moreover, the examiners believed that senior management could address 
these weaknesses in the prevailing business environment of strong 
earnings and adequate liquidity. After earnings and liquidity declined 
during the financial crisis that began in 2007, the examiners changed their 
assessment, citing many of the same shortcomings in risk management 
that they had identified in 2005. 

At one institution, a regulator noted in a 2005 examination report that 
management had addressed previously identified issues for one type of 
risk and that the institution had taken steps to improve various processes, 
such as clarifying the roles and responsibilities of risk assessment staff, 
and shortening internal audit cycles of high-risk entities in this area. Later 
in 2007, the regulator identified additional weaknesses related to credit 
and market risk management. Regulatory officials told us that weaknesses 
in oversight of credit and market risk management were not of the same 
magnitude prior to the crisis as they were in late 2007 and 2008. Moreover, 
examiners told us that it was difficult to identify all of the potential 
weaknesses in risk management oversight until the system was stressed by 
the financial crisis. 

Some regulators told us that they had relied on management 
representation of risk, especially in emerging areas. For example, one 
regulator’s targeted review risk relied heavily on management's 
representations about the risk related to subprime mortgages — 
representations that had been based on the lack of historical losses and 
the geographic diversification of the complex product issuers. However, 
once the credit markets started tightening in late 2007, the examiners 
reported that they were less convfortable with management’s 
representations about the level of risk related to certain complex 
investments. Exaniiners said that, in hindsight, the risks posed by parts of 
an institution do not necessarily correspond with their size on the balance 
sheet and that relatively small parts of the institution had taken on risks 
that the regulator had not fully understood. Another regulator conducted a 
horizontal examination of securitized mortgage products in 2006 but relied 
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on information provided by the institutions. WTule the report noted that 
these products were experiencing rapid growth and that underwriting 
standards were important, it focused on the mrgor risks identified by the 
firms and their actions to manage those risks as well as on how 
institutions were calculating their capital requirements. 


Regulators Identified 
Weaknesses in Models 
Used to Calculate Risk but 
May Not Have Acted on 
These Findings 


Regulators also identified weaknesses in the oversight and testhrg of risk 
models that financial institutions used, including those used to calculate 
the amount of capital needed to protect against their risk exposiues and 
determine the valuation of complex products. Regulators require 
institutions to test their models so that the institutions have a better sense 
of where their weaknesses lie, and OCC developed guidance in 2000 
related to model validation that other regulators consider to be the 
standard. OCC's guidance states that institutions should validate their 
models to increase reliability and improve their understanding of the 
models' strengths and weaknesses. The guidance calls for independent 
reviews by staff who have not helped to develop the models, instituting 
controls to ensure that the models are validated before they are used, 
ongoing testing, and audit oversight. The process of model validation 
should look not only at the accuracy of the data being entered into the 
model, but also at the model's assumptions, such as loan default rates. 


Institutions use capital models as tools to inform their management 
activities, including measuring risk-adjusted performance, setting prices 
and limits on loans and other products, and allocating capital among 
various business lines and risks.” Certain large banking organizations have 
used models since the mid-1990s to calculate regulatory capital for market 
risk, and the rules issued by U.S. regulators for Basel n require that banks 
use models to estimate capital for credit and operational risks. The SEC's 
consobdated supervised aitity program allowed broker-dealers that were 
part of consobdated supervised entities to conqrute capital requirements 
using models to estimate market and credit risk. In addition, mstitutions 


“Economic capital models measure risks by estimating the probability of potential losses 
over a speafied petiod and up to a delined confidence level using historical loss data See 
GAO-(J7-2i>'i/tKk-Btoc<l Copilot- Bank Kejulalm Need lo Imjmw lYanspamei/ and 
Otxnme Impediments la Finalising the Proposed Basel II Frameumk {Washington, 
D.C.: February 16. 2007), 
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use models to estimate the value of complex instruments such as 
collateralized debt obligations (CDOs).“ 

Regulators identified several weaknesses related to financial institutions’ 
oversight and use of risk models: 

• One regulator foimd several weaknesses involving the use of models that 
had not been properly tested to measure credit risks, an important input 
into institutions’ determinations of capital needed, but did not aggressively 
take steps to ensure that the firm corrected these weaknesses. In a 2006 
letter addressed to the head of the institution’s risk management division, 
the examiners reported deficiencies in models used to estimate credit risk, 
including lack of testing, a lack of review of the assumptions used in the 
models, and concerns about the independence of staff testing the models. 
The regulator issued a letter requiring management to address these 
weaknesses, but continued to allow the institution to use tire models and 
did not change its overall assessment. Although the institution showed 
improvement in its processes, over time, in late 2007, examiners found that 
some of the weaknesses persisted. In late 2008, examiners closed the 
matter in a letter to management but continued to note concerns about 
internal controls associated with risk management. 

• A horizontal review of credit risk models by the Federal Reserve and OCC 
in 2008 found a similar lack of controls surrounding model validation 
practices for assessing credit risks, leading to questions about the ability 
of large, complex institutions to understand and manage these risks and 
provide adequate capital to cushion against potential losses. For example, 
the review found that some institutions lacked requirements for model 
testing, clearly defined roles and responsibilities for testing, adequate 
deUiil for the scope or frequency of validation, and a specific process for 
correcting problems identified during validation. 

• Before the crisis, another regulator found that an institution’s model 
control group did not keep a complete inventory of its models and did not 
have an audit trail for models prior to 2000. The examiners said that they 
did not find these issues to be significant concerns. However, they were 


a basic CDO, a group of loans or debt securities are pooled and securities are then 
issued in different tranches that vary in risk and return depending on how the underlying 
cash flows produced by the pooled assets are allocated. If some of the underlying assets 
defaulted, die more junior tranches — and thus riskier ones — would absorb these losses 
first before the more senior, less-risky tranches. Many CDOs in recent years largely 
consisted of mortgage-backed securities, including subprime mortgage-backed securities. 
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subsequently criticized for not aggressively requiring another institution to 
take action on weaknesses they had identified that were related to risk 
models, including lack of timely review, understaffing, lack of 
independence of risk managers, and an inability or unwillingness to update 
models to reflect the changing environment. 

■ Other regulators noted concerns about pricing models for Illiquid 
instnunenls, but made these findings only as the crisis was unfolding. For 
example, in a 2007 horizontal retiew of 10 broker-dealers’ exposure to 
subprime mortgage-related products, SEC and FINRA examiners found 
weaknesses in pricing assumptions in valuation models for complex 
financial products. They found that several of these finns relied on 
outdated pricing infonnation or tradere' valuations for complex financial 
transactions, such as CDOs. In some cases, finns could not demonstrate 
that they had assessed the reasonableness of prices for CDOs. Another 
regulator noted in a 2007 targeted examination that although management 
had stated that the risk of loss exposure flrom highly rated CDOs was 
remote, the downturn in the subprime mortgage market could mean that 
they would not perform as well as similarly rated instruments performed 
historically. 


The Regulators Found 
That None of the 
Institutions We Reviewed 
Had Tested for the Effects 
of a Severe Economic 
Dovmtum Scenario 


Because of the inherent limitations of modeling, such as the accuracy of 
model assumptions, financial institutions also use stress tests to determine 
how much capital and liquidity might be needed to absorb losses in the 
event of a large shock to the system or a significant underestimation of the 
probability of large losses. According to the Basel Committee on Banking 
Supervision, institutions should test not only for events that could lower 
their profitabUity, but also for rare but extreme scenarios that could 
threaten their solvency. In its January 2009 report, the Basel Conunittee 
emphasized the importance of stress testing, noting that it could (1) alert 
senior management to adverse unexpected losses, (2) provide forward- 
looking assessments of risk, (3) support enterprisewide communication 
about the firm's risk tolerance, (4) support capital and liquidity planning 
procedures, and (5) facilitate the development of risk mitigation or 
contingency plans across a range of stressed conditions." Moreover, the 
report noted that stress testing was particularly important after long 
periods of relative economic and financial calm when companies might 
become complacent and begin underpricing risk. 


"Basel Commiltee on Banidag Supervision, Cemsaltalive Doramenc Principles for Somd 
Stress Testing /Vortices mtl Supervision. (Basel, Switzerland: .lanuarv’ 2(109). 
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We found that regulators had identified numerous weaknesses in stress 
testing at large institutions before the financial crisis. However, our limited 
review did not identify any instances in which an institution’s lack of 
worst-case scenario testing prompted regulators to push forcefully for 
institutional actions to better understand and manage risks. A 2006 
Federal Reserve horizontal review of stress testing practices at several 
large, complex banking institutions revealed that none of the institutions 
had an integrated stress testing program that incorporated all msyor 
financial risks enterprisewide, nor did they test for scenarios that would 
render them insolvent.. The review found that institutions were stress 
testing the impact of adverse events on individual products and business 
lines ratlter than on the institution as a whole. By testing tlve response of 
only part of the institution’s portfolio to a stress such as declining home 
prices, the institution could not see the effect of such a risk on other parts 
of its portfolio that could also be affected. The review was particularly 
critical of institutions’ inability to quantify the extent to which credit 
exposure to counterparties might increase in the event of a stressed 
market risk movement. It stated tlvat iiustitutions relied on “intuition” to 
determine their vulnerability to this type of risk. It also found that 
iivstitutions’ senior managers were confident in their current practices and 
questioned the need for additional stress testing, particularly for worst- 
case scenarios that they thought were implausible.. 

The 2006 review included some recommendations for examiners to 
address with individual institutions, and Federal Reserve officials told us 
that they met with institutions’ chief risk ofiicers to discuss the 
seriousness of tlie findings just before the crisis began. However, officials 
told us that the purpose of the review was primarily to facilitate the 
regulator’s understanding of tlie full range of stress testing practices, as 
there was neither a well-developed set of best practices nor supervisory 
guidance in this area at the time. The regulatory officials also told us that 
these findings were used to inform guidance issued by the President’s 
Working Group on assessing exposure from private pools of capital, 
including hedge funds.*® However, this guidance focuses on testing the 
exposure to coxmterparty risks, such as from hedge funds, and not on 
testing the impact of solvency-threatening, worst-case scenarios. In 


‘®See President’s Working Group, Agreement Among PWG and U.S. Agency Principals on 
Principles and Guidelines Regarding Private Pools of Capital, February 22, 2007. Tbe 
information from this horizontal review was later used in 2008 to analyze risk management 
practices after the crisis began in the Senior Supervisors Group Observations on Risk 
Management Practices During the Recent Market Turbulence. 
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hindsight, officials told us that the current crisis had gone beyond what 
they had contemplated for a woist-case scenario, and they said that they 
would probably have faced significant resistance had they tried to require 
the institutions to do stress tests for scenarios such as downgrades in 
counterparties' credit ratings because such scenarios appeared unlikely. 

Other regulators raised concerns about stress testing at individual 
institutions, but we did not find evidence that they had effectively changed 
the firms' stress testing practices. In the materials we reviewed, one 
regulator recommended that the institution include worst-case scenarios 
in its testing. In a 2005 examination report, examiners noted a concern 
about the level of senior management oversight of risk tolerances. This 
concern primarily stemmed from lack of documentation, stress testing, 
and communication of firm risk tolerances and the extent to which these 
were reflected in stress tests. While the firm later took steps to document 
formal risk tolerances and communicate this throughout the firm, the 
recommendation related to stress testing remained open through 2008. 

Another regulator required institutions to show that they conducted stress 
tests of the institution’s ability to have enough funding and liquidity in 
response to certain events, including a credit downgrade or the inability to 
obtain unsecured, short-term financing. In addition, institutions were 
required to document that they had contingency plans to respond to these 
events. The regulator said that it specifically required institutions to 
conduct stress tests such as those based on historical events including the 
collapse of Long-Term Capital Management or the stock market decline of 
1987. However, regulatory staff told us that the liquidity crisis of 2008 was 
greater than they had expected 


Regulators’ Oversight 
of Institutions’ Risk 
Management Systems 
Illustrates Some 
Limitations of the 
Current Regulatory 
System 


In this and other work, we identified two specific shortcomings of the 
current regulatory system that impact the oversight of risk management at 
large, complex financial institutions. First, no regulator has a clear 
responsibility to look across institutions to identify risks to overall 
financial stability. As a result, both banking and securities regulators 
continue to assess risk management primarily at an individual institutional 
level. Even when regulators perform horiasontal examinations across 
institutions, they generally do not use the results to identify potential 
systemic risks. Although for some period, the Federal Reserve analyzed 
financial stability issues for systemically important institutions it 
supervises, it did not assess the risks on an integrated basis or identify 
many of the issues that just a few months later led to the near failure of 
some of these institutions and to severe instability in the overall financial 
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system. Second, although financial institutions manage risks on an 
enterprisewide basis or by business lines that cut across legal entities, 
primary bank and functional regulators may oversee risk management at 
the level of a legal entity within a holding company. As a result, their view 
of risk management is limited or their actirities overlap or duplicate those 
of other regulatois including the holding company regulator. 


Regulators Were Not 
Looking Across Groups of 
Institutions to Effectively 
Identify Risks to Overall 
Financial Stability 


While the regulators periodically conducted horizontal examinations in 
areas such as stress testing, credit risk practices, and risk management for 
securitized mortgage products, these efforts did not focus on the stability 
of the financial system, nor were they used as a way to assess future 
threats to that system. The reports summarizing the results of these 
horizontal examinations show that the purpose of these reviews was 
primarily to understand the range of industry practices or to compare 
institutions rather than to determine whether several institutions were 
engaged in similar practices that might have a destabilizing effect on 
certain markets and leave the institutions vulnerable to those and other 
market changes, and that these conditions ultimately could affect the 
stability of the financial system. 

Beginning in 2005 until the summer of 2007, the Federal Reserve made 
efforts to implement a systematic review of financial stability issues for 
certain large financial institutions it oversees and issued internal reports 
called Large Financial InsHtulions' Perspectives on Risk. With the 
advent of the financial crisis in the summer of 2007, the report was 


In previous work, we have noted that no single regulator or group of 
regulators systematically assesses risks to the financial stability of the 
United States by assessing activities across institutions and industry 
sectors." In our current analysis of risk management oversight of large, 
complex institutions, we found that, for the period of the review (2006- 
2008), the regulators had not used effectively a systematic process that 
assessed threats that large financial institutions posed to the financial 
system or that market events posed to those institutions. 


"GAO, Fimimiat Regulation: A Pnmeworkfor Cntfting mill Assessing Proposals la 
Modeniae the Outdated VS Finandat Regidatoiy Sgstm, G.AO-(lfl-Z16 (Washington, 
D.C.; Jan. 8, 2009); Financial Regulation: Industry Changes Prompt Seed to Reconsider 
US Regulatory Strategy, GAOJiM I (Washington, D.C.: Oct 6, 2001) and Long-Term 
Capital Management, Regulators jVccd to Focus More Attentionon Systemic Risk, 
GAO/GGItOO.I (Washingloi. D'C.: Ocl 29, 19901 
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suspended; however, at a later time the Federal Reserve began to issue 
risk committee reports that addressed risks across more institutions. 

While we commend the Federal Reserve for making an effort to look 
systematically across a group of institutions to evaluate risks to the 
broader financial system, the Perspectives of Risk report for the second 
half of 2006 issued in April 2007 illustrates some of the shortcomings in the 
process. The report reviewed risk areas including credit, market, 
operationad, and legal and compliance risk but did not provide an 
integrated risk analysis that looked across these risk areas — a 
shortcoming of risk management systems identified in reviews of the 
current crisis. In addition, with hindsight, we can see that the report did 
not identify effectively the severity and importance of a number of factors. 
For example, it stated that: 

• There are no substantial issues of supervisory concern for these large 
financial institutions. 

• Asset quality across the systemically important institutions remains 
strong. 

• In spite of predictions of a market crash, the housing market correction 
has been relatively mild, and while price appreciation and home sales 
have slowed and inventories remeiin high, most analysts expect the 
housing market to bottom out in mid-2007. The overall impact on a 
national level win likely be moderate; however, in certain areas housing 
prices have dropped significantly. 

• The volume of mortgages being held by institutions — warehouse 
pipelines — has grown rapidly to support collateralized mortgage- 
backed securities and CDOs. 

• Surging investor demtmd for high-yield bonds and leveraged loans, 
largely through structured products such as CDOs, provided continuing 
strong liquidity that resulted in continued access to funding for lower- 
rated firms at relatively modest borrowing costs. 

• Counterparty exposures, particularly to hedge funds, continue to 
expand rapidly. 

With regard to the last point, a Federal Reserve examiner stated that the 
Federal Reserve had taken action to limit bank holding company 
exposures to hedge funds. The examiner noted that although in hindsight 
it was possible to see some risks that the regulators had not addressed, it 
was difficult to see the impact of issues they had worked to resolve. 
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When asked for examples of how the Federal Reserve had used 
supervisory information in conjunction with its role to maintain financial 
stability, a Federal Reserve ofificiad provided two examples that he 
believed illustrated how the Federal Reserve’s supervisory role had 
influenced financial stability before the current financial crisis. First, the 
official said that the Federal Reserve had used supervisory information to 
improve the resilience of the private sector clearing and settlement 
infrastructure after the attacks on the World Trade Center on September 
11, 2001. Second, it had worked through the supervisory system to 
strengthen the infrastructure for processing certain over-the-counter 
derivative transactions. Federal Reserve officials noted that financial 
stability is not the sole focus of safety and soundness supervision and that 
several mechanisms exist in which regulation plays a significant role with 
other areas of the Federal Reserve in assessing and monitoring financial 
stability. Federal Reserve regulators indicated that other Federal Reserve 
functions often consulted with them and that they provided information to 
these functions and contributed to financial stability discussions, working 
groups, and decisions both prior to and during the current crisis. 

In October 2008, the Federal Reserve issued new guidance for 
consolidated supervision suggesting that in the future the agency would be 
more mindful of the impact of market developments on the safety and 
soundness of bank holding companies. The new guidance says, for 
instance, that the enhanced approach to consolidated supervision 
emphasizes several elements that should further the objectives of fostering 
financial stability and deterring or managing financial crises and help 
make the financial system more resilient. The guidance says that two areas 
of primary focus would be; 

• activities in which tlie financial institutions play a significant role in 
critical or key financial markets that have the potential to transmit a 
collective adverse impact across multiple firms and financial markets, 
including the related risk management and internal controls for these 
activities, and 

• areas of emerging interest that could have consequences for financial 
markets, including, for example, the operational infrastructure tliat 
underpins the credit derivatives market and counterparty credit risk 
management practices. 
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Primary Bank and 
Functional Regulators May 
Limit Their Oversight of 
RiskManj^ementto 
Specific Legal Entities 
Such As Depository 
Institutions or Broker- 
Dealers 


Some regulators have noted that the current practice of assessing risk 
management at the level of a depository institution or broker-dealer did 
not reflect the way most large, complex institutions manage their risks. 
Regulators noted that financial institutions manage some risks 
enterprisewide or by business lines that cross legal entity boundaries. The 
scr^e of regulators' supervisory authorities does not dearly reflect this 
reality, however. As set forth in the Gramm-Leach-Bliley Act, various 
regulators can have separate re^nsibilities for individual components of 
a large, complex financial institulion. In addition, GLBA generally restricts 
the focus of holding company examinations to the holding company and 
any subsidiary that could have a materially adverse effect on the safety 
and soundness of an affiliated bank. OCC examiners told us that it was 
difficult for them to assess a bank's market risk management because OCC 
focused on the national bank's activities, while the financial institution 
was managing risk across the bank and the broker-dealer. The examiners 
said that in some cases the same traders booked wholesale trades in the 
bank and in the broker-dealer and that the same risk governance process 
applied to both. Thus, both the primary bank regulator and the functional 
regulator were duplicating each other's supervisory activities. In addition, 
if initial transactions were booked in one entity, and transactions designed 
to mitigate the risks in that transaction were booked in another iegal 
entity, neither regulator could fully understand the risks involved. While 
effective communication among the ftmctional and primary bank 
regulators could address this limitation, securities regulators told us that 
they shared information with the Federal Reserve but generally did not 
share information with OCC. 


OCC examination materials show that examiners sometimes assessed 
risks and risk management by looking at the entire enterprise. In addition, 
OCC examiners often met with holding company executives. In previous 
work, we noted the likelihood that OCC's responsibilities and activities as 
the national bank regulator overlap with the responsibilities and activities 
of the Federal Reserve in its role as the holding company regulator. We 
found in this review that this overlap continued to exist; however, we also 
continued to observe that OCC and the Federal Reserve share information 
and coordinate activities to minimiae the burden to the institution. 

Securities regulators face similar challenges in assessing risk management 
at broker-dealers. In a number of past reports, we have highlighted the 
challenges associated with SEC's lack of authority over certain broker- 
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dealer adiiliates and holding companies.” FINRA officials also cited two 
examples of limitations on their efforts to oversee risk management within 
broker-dealers. First, they noted that FINRA's regulatory authority 
extended only to U.S. broker-dealers and that related tramsactions 
generally are booked in other legal entities. FINRA noted that the riskiest 
transactions were usually booked in legal entities located offshore. FINRA 
also noted that often inventory positions booked in the U.S. broker-dealer 
might hedge the risk in another affiliated legal entities. From time to time, 
FINRA has requested that the U.S. broker-dealer move the hedge into the 
broker-dealer to reduce the amount of the losses and protect the capital 
base of the broker-dealer. An SEC official noted that to take advantage of 
certain capital treatment the transaction and the hedge would both need to 
be booked in the broker-dealer. Second, FINRA officials noted tliat their 
view was limited because market risk policy is set at the holding company 
level. 

In closing, I would like to reiterate a number of central themes that have 
appeared often in our recent work. While an institution’s management, 
directors, and auditors all have key roles to play in effective corporate 
governance, regulators — as outside assessors of the overEill adequacy of 
the system of risk management — also have an important role in assessing 
risk management. The current financial crisis has revealed that many 
institutions had not adequately identified, measured, and managed all core 
components of sound risk management. We also found that for the limited 
number of large, complex institutions we reviewed, the regulators failed to 
identify the magnitude of these weaknesses and that when weaknesses 
were identified, they generally did not take forceful action to prompt these 
institutions to address them. As we have witnessed, the failure of a risk 
management system at a single large financial institution can have 
implications for the entire financial system. 

Second, while our recent work is based on a limited number of 
institutions, examples from the oversight of these institutions highlight the 
significant challenges regulators face in assessing risk management 
systems at large, complex institutions. While the painful lessons learned 
during the past year should bolster market discipline and regulatory 
authority in the short term, history has shown that as the memories of this 
crisis begin to fade, the hard lessons we have learned are destined to be 
repeated unless regulators are vigilant in good tunes as well as bad. 
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Responsible regulation requires that regulators critically assess their 
regulatory approaches, especially during good times, to ensure that they 
are aware of potential regulatory blind spots. This means constantly 
reevaluating regulatory and supervisory approaches and understanding 
inherent biases and regulatory assumptions, For example, the regulators 
have begun to issue new and revised guidance that reflects the lessons 
learned from the current crisis. However, the guidance we have seen tends 
to focus on the issues specific to this crisis rather than on broader lessons 
learned about the need for more forward-looking assessments and on the 
reasons that regulation failed. 

Finally, 1 would like to briefly discuss how our current regulatory 
framework has potentially contributed to some of the regulatory failures 
associated with risk management oversight The current institution-centric 
approach has resulted in regulators all too often focusing on the risks of 
inrbvidual institutions. This has resulted and in regulators looking at how 
institutions were managing individual risks, but missing the implications 
of the coUective strategy that was premised on the institution’s having 
little liquidity risk and adequate capital. Whether the failures of some 
institutions ultimately came about because of a failure to manage a 
particular risk, such as liquidity or credit risks, these institutions often 
lacked some of the basic components of good risk management— for 
example, having the board of directors and senior management set the 
tone for proper risk management practices across the enterprise. The 
regulators were not able to connect the dots, in some cases becau.se of the 
fragmented regulatory structure. While regulators promoted the benefits 
of enterprisewide risk management, we found that they failed to ensure 
that all of the large, complex financial institutions in our review had risk 
management systems commensurate with their size and complexity so 
that these institutions and their regulators could better understand and 
address related risk exposures. 


This concludes my prepared statement. 1 would be pleased to answer any 
questions that you may have at the appropriate time. 


For further information about this testimony, please contact Orice M. 
Williams on (202) 512-8678 or at williamso®gao.gov. Contact points for 
our Offices of Congressional Relations and Public Affairs may be found on 
the last page of this statement. Individuals making key contributions to 
this testimony include Barbara Keller, Assistant Director; Nancy Barry, 
Emily Chalmers, Clayton Clark, Nancy Eibeck. Kate Bittinger Eikel, Paul 
Thompson, and John Treanor. 
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PREPARED STATEMENT OF ROGER T. COLE 

Director, Division of Banking Supervision and Regulation 
Board of Governors of the Federal Reserve System 

March 18, 2009 

Chairman Reed, Ranking Member Running and members of the Subcommittee, it 
is my pleasure to appear today to discuss the state of risk management in the bank- 
ing industry and steps taken by Federal Reserve supervisors to address risk man- 
agement shortcomings at banking organizations. 

In my testimony, I will describe the vigorous and concerted steps the Federal Re- 
serve has taken and is taking to rectify the risk management weaknesses revealed 
by the current financial crisis. I will also describe actions we are taking internally 
to improve supervisory practices and apply supervisory lessons learned. This in- 
cludes a process spearheaded by Federal Reserve Vice Chairman Donald Kohn to 
systematically identify key lessons revealed by recent events and to implement cor- 
responding recommendations. Because this crisis is ongoing, our review is ongoing. 

Background 

The Federal Reserve has supervisory and regulatory authority over a range of fi- 
nancial institutions and activities. It works with other Federal and State super- 
visory authorities to ensure the safety and soundness of the banking industry, foster 
the stability of the financial system, and provide for fair and equitable treatment 
of consumers in their financial transactions. The Federal Reserve is not the primary 
Federal supervisor for the majority of commercial bank assets. Rather, it is the con- 
solidated supervisor of bank holding companies, including financial holding compa- 
nies, and conducts inspections of all of those institutions. As I describe below, we 
have recently enhanced our supervisory processes on consolidated supervision to 
make them more effective and efficient. 

The primary purpose of inspections is to ensure that the holding company and its 
nonbank subsidiaries do not pose a threat to the soundness of the company’s deposi- 
tory institutions. In fulfilling this role, the Federal Reserve is required to rely to 
the fullest extent possible on information and analysis provided by the appropriate 
supervisory authority of the company’s bank, securities, or insurance subsidiaries. 
The Federal Reserve is also the primary Federal supervisor of State-member banks, 
sharing supervisory responsibilities with State supervisory agencies. In this role. 
Federal Reserve supervisory staff regularly conduct onsite examinations and offsite 
monitoring to ensure the soundness of supervised State member banks. 

The Federal Reserve is involved in both regulation — establishing the rules within 
which banking organizations must operate — and supervision — ensuring that bank- 
ing organizations abide by those rules and remain, overall, in safe and sound condi- 
tion. A key aspect of the supervisory process is evaluating risk management prac- 
tices, in addition to assessing the financial condition of supervised institutions. 
Since rules and regulations in many cases cannot reasonably prescribe the exact 
practices each individual bank should use for risk management, supervisors design 
policies and guidance that expand upon requirements set in rules and regulations 
and establish expectations for the range of acceptable practices. Supervisors rely ex- 
tensively on these policies and guidance as they conduct examinations and to assign 
supervisory ratings. 

We are all aware that the U.S. financial system is experiencing unprecedented 
disruptions that have emerged with unusual speed. The principal cause of the cur- 
rent financial crisis and economic slowdown was the collapse of the global credit 
boom and the ensuing problems at financial institutions, triggered by the end of the 
housing expansion in the United States and other countries. Financial institutions 
have been adversely affected by the financial crisis itself, as well as by the ensuing 
economic downturn. 

In the period leading up to the crisis, the Federal Reserve and other U.S. banking 
supervisors took several important steps to improve the safety and soundness of 
banking organizations and the resilience of the financial system. For example, fol- 
lowing the September 11, 2001, terrorist attacks, we took steps to improve clearing 
and settlement processes, business continuity for critical financial market activities, 
and compliance with Bank Secrecy Act, anti-money laundering, and sanctions re- 
quirements. Other areas of focus pertained to credit card subprime lending, the 
growth in leveraged lending, credit risk management practices for home equity lend- 
ing, counterparty credit risk related to hedge funds, and effective accounting con- 
trols after the fall of Enron. These are examples in which the Federal Reserve took 
aggressive action with a number of financial institutions, demonstrating that effec- 
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tive supervision can bring about material improvements in risk management and 
compliance practices at supervised institutions. 

In addition, the Federal Reserve, working with the other U.S. banking agencies, 
issued several pieces of supervisory guidance before the onset of the recent crisis — 
taking action on nontraditional mortgages, commercial real estate, home equity 
lending, complex structured financial transactions, and subprime lending — to high- 
light emerging risks and point bankers to prudential risk management practices 
they should follow. Moreover, we identified a number of potential issues and con- 
cerns and communicated those concerns to the industry through the guidance and 
through our supervisory activities. 

Supervisory Actions to Improve Risk Management Practices 

In testimony last June, Vice Chairman Kohn outlined the immediate supervisory 
actions taken by the Federal Reserve to identify risk management deficiencies at 
supervised firms related to the current crisis and bring about the necessary correc- 
tive steps. We are continuing and expanding those actions. While additional work 
is necessary, we are seeing progress at supervised institutions toward rectifying 
issues identified amid the ongoing turmoil in the financial markets. We are also de- 
voting considerable effort to requiring bankers to look not just at risks from the past 
but also to have a good understanding of their risks going forward. 

The Federal Reserve has been actively engaged in a number of efforts to under- 
stand and document the risk management lapses and shortcomings at major finan- 
cial institutions revealed during the current crisis. In fact, the Federal Reserve 
Bank of New York organized and leads the Senior Supervisors Group (SSG), which 
published a report last March on risk management practices at major international 
firms. 1 I do not plan to summarize the findings of the SSG report and similar public 
reports, since others from the Federal Reserve have already done so.^ But I would 
like to describe some of the next steps being taken by the SSG. 

A key initiative of the Federal Reserve and other supervisors since the issuance 
of the March 2008 SSG report has been to assess the response of the industry to 
the observations and recommendations on the need to enhance key risk manage- 
ment practices. The work of the SSG has been helpful, both in complementing our 
evaluation of risk management practices at individual firms and in our discussions 
with bankers and their directors. It is also providing perspective on how each indi- 
vidual firm’s risk management performance compares with that of a broad cross-sec- 
tion of global financial services firms. 

The continuation of the SSG process requires key firms to conduct self-assess- 
ments that are to be shared with the organization’s board of directors and serve to 
highlight progress in addressing gaps in risk management practices and identify 
areas where additional efforts are still needed. Our supervisory staff is currently in 
the process of reviewing the firms’ self assessments, but we note thus far that in 
many areas progress has been made to improve risk management practices. We plan 
to incorporate the results of these reviews into our future examination work to vali- 
date management assertions. 

The next portion of my remarks describes the supervisory actions we have been 
taking in the areas of liquidity risk management, capital planning and capital ade- 
quacy, firm-wide risk identification, residential lending, counterparty credit risk, 
and commercial real estate. In all of these areas we are moving vigorously to ad- 
dress the weaknesses at financial institutions that have been revealed by the crisis. 

Liquidity risk management 

Since the beginning of the crisis, we have been working diligently to bring about 
needed improvements in institutions’ liquidity risk management practices. One les- 
son learned in this crisis is that several key sources of liquidity may not be avail- 
able in a crisis. For example. Bear Stearns collapsed in part because it could not 
obtain liquidity even on a basis fully secured by high-quality collateral, such as U.S. 
Government securities. Others have found that back-up lines of credit are not made 
available for use when most needed by the borrower. 

These lessons have heightened our concern about liquidity and improved our ap- 
proach to evaluating liquidity plans of banking organizations. Along with our U.S. 


1 Senior Supervisors Group (2008). “Observations on Risk Management Practices during the 

Recent Market Turbulence” March 6, wivw.newyorkfed.org I newsevents I news I banking 12008! 
SSG Risk Mgt doc final.pdf. 

2 President’s Working Group on Financial Markets (2008), “Policy Statement on Financial 

Market Developments,” March 13, www.treas.gov j press ! releases i reports j 

pwgpolicystatemktturmoil 03122008.pdf. Financial Stability Forum (2008), “Report of the Fi- 

nancial Stability Forum on Enhancing Market and Institutional Resilience,” April 7, 
www.fsforum.org I publications I FSF Report to G7 11 April.pdf. 
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supervisory colleagues, we are monitoring the major firms’ liquidity positions on a 
daily basis, and are discussing key market developments and our supervisory views 
with the firms’ senior management. We also are conducting additional analysis of 
firms’ liquidity positions to examine the impact various scenarios may have on their 
liquidity and funding profiles. We use this ongoing analysis along with findings from 
examinations to ensure that liquidity and Rinding risk management and contin- 
gency funding plans are sufficiently robust and that the institutions are prepared 
to address various stress scenarios. We are aggressively challenging those assump- 
tions in firms’ contingency funding plans that may be unrealistic. 

Our supervisory efforts require firms to consider the potential impact of both dis- 
ruptions in the overall funding markets and idiosyncratic funding difficulties. We 
are also requiring more rigor in the assessment of all expected and unexpected fund- 
ing uses and needs. Firms are also being required to consider the respective risks 
of reliance on wholesale funding and retail funding, as well as the risks associated 
with off-balance sheet contingencies. These efforts include steps to require banks to 
consider the potential impact on liquidity that arises from firms’ actions to protect 
their reputation, such as an unplanned increase in assets requiring funding that 
would arise with support given to money market funds and other financial vehicles 
where no contractual obligation exists. These efforts also pertain to steps banks 
must take to prepare for situations in which even collateralized funding may not 
be readily available because of market disruptions or concern about the health of 
a borrowing institution. As a result of these efforts, supervised institutions have sig- 
nificantly improved their liquidity risk management practices, and have taken steps 
to stabilize and improve their funding sources as market conditions permit. 

In conducting work on liquidity risk management, we have used established su- 
pervisory guidance on liquidity risk management as well as updated guidelines on 
liquidity risk management issued by the Basel Committee on Banking Supervision 
last September — a process in which the Federal Reserve played a lead role. So that 
supervisory expectations for U.S. depository institutions are aligned with these 
international principles, the U.S. banking agencies plan to update their own inter- 
agency guidance on liquidity risk management practices in the near future. The new 
guidance will emphasize the need for institutions of all sizes to conduct meaningful 
cash-flow forecasts of their funding needs in both normal and stressed conditions 
and to ensure that they have an adequately diversified funding base and a cushion 
of liquid assets to mitigate stressful market conditions. Our supervisory efforts at 
individual institutions and the issuance of new liquidity risk management guidance 
come on top of broader Federal Reserve efforts outside of the supervision function 
to improve liquidity in financial markets, such as introduction of the Term Auction 
Facility and the Term Asset-Backed Securities Loan Facility. 

Capital planning and capital adequacy 

Our supervisory activities for capital planning and capital adequacy are similar 
to those for liquidity. We have been closely monitoring firms’ capital levels relative 
to their risk exposures, in conjunction with reviewing projections for earnings and 
asset quality and discussing our evaluations with senior management. We have 
been engaged in our own analysis of loss scenarios to anticipate institutions’ future 
capital needs, analysis that includes the potential for losses from a range of sources 
as well as assumption of assets currently held off balance sheet. We have been dis- 
cussing our analysis with bankers and requiring their own internal analyses to re- 
flect a broad range of scenarios and to capture stress environments that could im- 
pair solvency. As a result, banking organizations have taken a number of steps to 
strengthen their capital positions, including raising substantial amounts of capital 
from private sources in 2007 and 2008. 

We have stepped up our efforts to evaluate firms’ capital planning and to bring 
about improvements where they are needed. For instance, we recently issued guid- 
ance to our examination staff — which was also distributed to supervised institu- 
tions — on the declaration and payment of dividends, capital repurchases, and capital 
redemptions in the context of capital planning processes. We are forcefully requiring 
institutions to retain strong capital buffers-above the levels prescribed by minimum 
regulatory requirements — not only to weather the immediate environment but also 
to remain viable over the medium and long term. 

Our efforts related to capital planning and capital adequacy are embodied in the 
interagency supervisory capital assessment process, which began in February. We 
are conducting assessments of selected banking institutions’ capital adequacy, based 
on certain macroeconomic scenarios. For this assessment, we are carefully evalu- 
ating the forecasts submitted by each financial institution to ensure they are appro- 
priate, consistent with the firm’s underlying portfolio performance, and reflective of 
each entity’s particular business activities and risk profile. The assessment of cap- 
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ital under the two macroeconomic scenarios being used in the capital assessment 
program will permit supervisors to ascertain whether institutions’ capital buffers 
over the regulatory capital minimum are appropriate under more severe but plau- 
sible scenarios. 

Federal Reserve supervisors have been engaged over the past few years in evalu- 
ating firms’ internal processes to assess overall capital adequacy as set forth in ex- 
isting Federal Reserve supervisory guidance. A portion of that work has focused on 
how firms use economic capital practices to assess overall capital needs. We have 
communicated our findings to firms individually, which included their need to im- 
prove some key practices, and demanded corrective actions. We also presented our 
overall findings to a broad portion of the financial industry at a System-sponsored 
outreach meeting last fall that served to underscore the importance of our message. 

Firm-wide risk identification and compliance risk management 

One of the most important aspects of good risk management is risk identification. 
This is a particularly challenging exercise because some practices, each of which ap- 
pears to present low risk on its own, may combine to create unexpectedly high risk. 
For example, in the current crisis, practices in mortgage lending — which historically 
has been seen as a very low-risk activity — have become distorted and, consequently 
riskier, as they have been fueled by another activity that was designed to reduce 
risk to lenders — the sale of mortgage assets to investors outside the financial indus- 
try. 

Since the onset of the crisis, we have been working with supervised institutions 
to improve their risk identification practices where needed, such as by helping iden- 
tify interconnected risks. These improvements include a better understanding of 
risks facing the entire organization, such as interdependencies among risks and con- 
centrations of exposures. One of the key lessons learned has been the need for time- 
ly and effective communication about risks, and many of our previously mentioned 
efforts pertaining to capital and liquidity are designed to ensure that management 
and boards of directors understand the linkages within the firm and how various 
events might impact the balance sheet and funding of an organization. We have de- 
manded that institutions address more serious risk management deficiencies so that 
risk management is appropriately independent, that incentives are properly aligned, 
and that management information systems (MIS) produce comprehensive, accurate, 
and timely information. 

In our 2006 guidance on nontraditional mortgage products, we recognized that 
poor risk management practices related to retail products and services could have 
serious effects on the profitability of financial institutions and the economy; in other 
words, there could be a relationship between consumer protection and financial 
soundness. For example, consumer abuses in the subprime mortgage lending market 
were a contributing cause to the current mortgage market problems. Here, too, we 
are requiring improvements. The Federal Reserve issued guidance on compliance 
risk management programs to emphasize the need for effective firm-wide compli- 
ance risk management and oversight at large, complex banking organizations. This 
guidance is particularly applicable to compliance risks, including its application to 
consumer protection, that transcend business lines, legal entities, and jurisdictions 
of operation. 

Residential lending 

Financial institutions are still facing significant challenges in the residential 
mortgage market, particularly given the rising level of defaults and foreclosures and 
the lack of liquidity for private label mortgage-backed securities. Therefore, we will 
continue to focus on the adequacy of institutions’ risk management practices, includ- 
ing their underwriting standards, and re-emphasize the importance of a lender’s as- 
sessment of a borrower’s ability to repay the loan. Toward that end, we are requir- 
ing institutions to maintain risk management practices that more effectively iden- 
tify, monitor, and control the risks associated with their mortgage lending activity 
and that more adequately address lessons learned from recent events. 

In addition to efforts on the safety and soundness front, last year we finalized 
amendments to the rules under the Home Ownership and Equity Protection Act 
(HOEPA). These amendments establish sweeping new regulatory protections for 
consumers in the residential mortgage market. Our goal throughout this process has 
been to protect borrowers from practices that are unfair or deceptive and to preserve 
the availability of credit from responsible mortgage lenders. The Board believes that 
these regulations, which apply to all mortgage lenders, not just banks, will better 
protect consumers from a range of unfair or deceptive mortgage lending and adver- 
tising practices that have been the source of considerable concern and criticism. 
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Given escalating mortgage foreclosures, we have urged regulated institutions to 
establish systematic, proactive, and streamlined mortgage loan modification proto- 
cols and to review troubled loans using these protocols. We expect an institution 
(acting either in the role of lender or servicer) to determine, before proceeding to 
foreclosure, whether a loan modification will enhance the net present value of the 
loan, and whether loans currently in foreclosure have been subject to such analysis. 
Such practices are not only consistent with sound risk management but are also in 
the long-term interests of borrowers, lenders, investors, and servicers. We are en- 
couraging regulated institutions, through government programs, to pursue modifica- 
tions that result in mortgages that borrowers will be able to sustain over the re- 
maining maturity of their loan. In this regard, just recently the Federal Reserve 
joined with other financial supervisors to encourage all of the institutions we super- 
vise to participate in the Treasury Department’s Home Affordable loan modification 
program, which was established under the Troubled Assets Relief Program.^ Our ex- 
aminers are closely monitoring loan modification efforts of institutions we supervise. 

Counterparty credit risk 

The Federal Reserve has been concerned about counterparty credit risk for some 
time, and has focused on requiring the industry to have effective risk management 
practices in place to deal with risks associated with transacting with hedge funds, 
for example, and other key counterparties. This focus includes assessing the overall 
quality of MIS for counterparty credit risk and ensuring that limits are complied 
with and exceptions appropriately reviewed. As the crisis has unfolded, we have in- 
tensified our monitoring of counterparty credit risk. Supervisors are analyzing man- 
agement reports and, in some cases, are having daily conversations with manage- 
ment about ongoing issues and important developments. This process has allowed 
us to understand key linkages and exposures across the financial system as specific 
counterparties experience stress during the current market environment. Federal 
Reserve supervisors now collect information on the counterparty credit exposures of 
major institutions on a weekly and monthly basis, and have enhanced their methods 
of assessing this exposure. 

Within counterparty credit risk, issues surrounding the credit default swap (CDS) 
market have been particularly pertinent. As various Federal Reserve officials have 
noted in past testimony to congressional committees and in other public statements, 
regulators have, for several years, been addressing issues surrounding the over-the- 
counter (OTC) derivatives market in general and the CDS market in particular. 
Since September 2005, an international group of supervisors, under the leadership 
of the Federal Reserve Bank of New York, has been working with dealers and other 
market participants to strengthen arrangements for processing, clearing, and set- 
tling OTC derivatives. An early focus of this process was on CDS. This emphasis 
includes promoting such steps as greater use of electronic-confirmation platforms, 
adoption of a protocol that requires participants to request counterparty consent be- 
fore assigning trades to a third party, and creation of a contract repository that 
maintains an electronic record of CDS trades. 

More recently, and in response to the recommendations of the President’s Work- 
ing Group on Financial Markets and the Financial Stability Forum, supervisors are 
working to bring about further improvements to the OTC derivatives market infra- 
structure. With respect to credit derivatives, this agenda includes: (1) further in- 
creasing standardization and automation; (2) incorporating an auction-based cash 
settlement mechanism into standard documentation; (3) reducing the volume of out- 
standing CDS contracts; and (4) developing well-designed central counterparty serv- 
ices to reduce systemic risks. 

The most important potential change in the infrastructure for credit derivatives 
is the creation of one or more central counterparties (CCPs) for CDS. The Federal 
Reserve supports CCP clearing of CDS because, if properly designed and managed, 
CCPs can reduce risks to market participants and to the financial system. In addi- 
tion to clearing CDS through CCPs, the Federal Reserve believes that exchange 
trading of sufficiently standardized contracts by banks and other market partici- 
pants can increase market liquidity and transparency, and thus should be encour- 
aged. In a major step toward achieving that goal, the Federal Reserve Board, on 
March 4, 2009, approved the application by ICE US Trust LLC (ICE Trust) to be- 
come a member of the Federal Reserve System. ICE Trust intends to provide central 
counterparty services for certain credit default swap contracts. 


^ See http:! / www.Federalreserve.gov ! newsevents ! press ! bcreg 1 20090304a.htm. 
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Commercial real estate 

For some time, the Federal Reserve has been focused on commercial real estate 
(CRE) exposures. For background, as part of our onsite supervision of banking orga- 
nizations in the early 2000s, we began to observe rising CRE concentrations. Given 
the central role that CRE lending played in the banking problems of the late 1980s 
and early 1990s, we led an interagency effort to issue supervisory guidance on CRE 
concentrations. In the 2006 guidance on CRE, we emphasized our concern that some 
institutions’ strategic- and capital-planning processes did not adequately acknowl- 
edge the risks from their CRE concentrations. We stated that stress testing and 
similar exercises were necessary for institutions to identify the impact of potential 
CRE shocks on earnings and capital, especially the impact from credit concentra- 
tions. 

Because weaker housing markets and deteriorating economic conditions have 
clearly impaired the quality of CRE loans at supervised banking organizations, we 
have redoubled our supervisory efforts in regard to this segment. These efforts in- 
clude monitoring carefully the impact that declining collateral values may have on 
CRE exposures as well as assessing the extent to which banks have been complying 
with the interagency CRE guidance. We found, through horizontal reviews and 
other examinations, that some institutions would benefit from additional and better 
stress testing and could improve their understanding of how concentrations — both 
single-name and sectoral/geographical concentrations — can impact capital levels dur- 
ing shocks. We have also implemented additional examiner training so that our su- 
pervisory staff is equipped to deal with more serious CRE problems at banking orga- 
nizations as they arise, and have enhanced our outreach to key real estate market 
participants and obtained additional market data sources to help support our super- 
visory activities. As a result of our supervisory work, risk management practices re- 
lated to CRE are improving, including risk identification and measurement. 

To sum up our efforts to improve banks’ risk management, we are looking at all 
of the areas mentioned above — both on an individual and collective basis — as well 
as other areas to ensure that all institutions have their risk management practices 
at satisfactory levels. More generally, where we have not seen appropriate progress, 
we are aggressively downgrading supervisory ratings and using our enforcement 
tools. 

Supervisory Lessons Learned 

Having just described many of the steps being taken by Federal Reserve super- 
visors to address risk management deficiencies in the banking industry, I would 
now like to turn briefly to our internal efforts to improve our own supervisory prac- 
tices. The current crisis has helped us to recognize areas in which we, like the bank- 
ing industry, can improve. 

Since last year. Vice Chairman Kohn has led a System-wide effort to identify les- 
sons learned and to develop recommendations for potential improvements to super- 
visory practices. To benefit from multiple perspectives in these efforts, this internal 
process is drawing on staff from around the System. For example, we have formed 
System-wide groups, led by Board members and Reserve Bank Presidents, to ad- 
dress the identified issues in areas such as policies and guidance, the execution of 
supervisory responsibilities, and structure and governance. Each group is reviewing 
identified lessons learned, assessing the effectiveness of recent initiatives to rectify 
issues, and developing additional recommendations. We will leverage these group 
recommendations to arrive at an overall set of enhancements that will be imple- 
mented in concert. As you know, we are also meeting with Members of the Congress 
and other government bodies, including the Government Accountability Office, to 
consult on lessons learned and to hear additional suggestions for improving our 
practices. 

One immediate example of enhancements relates to System-wide efforts for for- 
ward-looking risk identification efforts. Building on previous System-wide efforts to 
provide perspectives on existing and emerging risks, the Federal Reserve has re- 
cently augmented its process to disseminate risk information to all the Reserve 
Banks. That process is one way we are ensuring that risks are identified in a con- 
sistent manner across the System by leveraging the collective insights of Federal 
Reserve supervisory staff. We are also using our internal risk reporting to help es- 
tablish supervisory priorities, contribute to examination planning and scoping, and 
track issues for proper correction. Additionally, we are reviewing staffing levels and 
expertise so that we have the appropriate resources, including for proper risk identi- 
fication, to address not just the challenges of the current environment but also those 
over the longer term. 

We have concluded that there is opportunity to improve our communication of su- 
pervisory and regulatory policies, guidance, and expectations to those we regulate. 
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This includes more frequently updating our rules and regulations and more quickly 
issuing guidance as new risks and concerns are identified. For instance, we are re- 
viewing the area of capital adequacy, including treatment of market risk exposures 
as well as exposures related to securitizations and counterparty credit risk. We are 
taking extra steps to ensure that as potential areas of risk are identified or new 
issues emerge, policies and ^idance address those areas in an appropriate and 
timely manner. And we will increase our efforts to ensure that, for global banks, 
our policy and guidance responses are coordinated, to the extent possible, with those 
developed in other countries. 

One of the Federal Reserve’s latest enhancements related to guidance, a project 
begun before the onset of the crisis, was the issuance of supervisory ^idance on 
consolidated supervision. This guidance is intended to assist our examination staff 
as they carry out supervision of banking institutions, particularly large, complex 
firms with multiple legal entities, and to provide some clarity to bankers about our 
areas of supervisory focus. Importantly, the guidance is designed to calibrate super- 
visory objectives and activities to the systemic significance of the institutions and 
the complexity of their regulatory structures. The guidance provides more explicit 
expectations for supervisory staff on the importance of understanding and validating 
the effectiveness of the banking organization’s corporate governance, risk manage- 
ment, and internal controls that are in place to oversee and manage risks across 
the organization. Our assessment of nonbank activities is an important part of our 
supervisory process to understand the linkages between depository and nondeposi- 
tory subsidiaries, and their effects on the overall risks of the organization. 

In addition to issues related to general risk management at nonbank subsidiaries, 
the consolidated supervision guidance addresses potential issues related to con- 
sumer compliance. In this regard, in 2007 and 2008 the Board collaborated with 
other U.S. and State government agencies to launch a cooperative pilot project 
aimed at expanding consumer protection compliance reviews at selected nondeposi- 
tory lenders with significant subprime mortgage operations. This interagency initia- 
tive has clarified jurisdictional issues and improved information-sharing among the 
participating agencies, along with furthering its overarching goal of preventing abu- 
sive and fraudulent lending while ensuring that consumers retain access to bene- 
ficial credit. 

As stated earlier, there were numerous cases in which the U.S. banking agencies 
developed policies and guidance for emerging risks and issues that warranted the 
industry’s attention, such as in the areas of nontraditional mortgages, home equity 
lending, and complex structured financial transactions. It is important that regu- 
latory policies and guidance continue to be applied to firms in ways that allow for 
different business models and that do not squelch innovation. However, when bank- 
ers are particularly confident, when the industry and others are especially vocal 
about the costs of regulatory burden and international competitiveness, and when 
supervisors cannot yet cite recognized losses or writedowns, we must have even 
firmer resolve to hold firms accountable for prudent risk management practices. It 
is particularly important, in such cases, that our supervisory communications are 
very forceful and clear, directed at senior management and boards of directors so 
that matters are given proper attention and resolved to our satisfaction. 

With respect to consumer protection matters, we have an even greater under- 
standing that reviews of consumer compliance records of nonbank subsidiaries of 
bank holding companies can aid in confirming the level of risk that these entities 
assume, and that they assist in identifying appropriate supervisory action. Our con- 
sumer compliance division is currently developing a program to further the work 
that was begun in the interagency pilot discussed earlier. In addition to these 
points, it is important to note that we have learned lessons and taken action on im- 
portant aspects of our consumer protection program, which I believe others from the 
Federal Reserve have discussed with the Congress. 

In addition, we must further enhance our ability to develop clear and timely anal- 
ysis of the interconnections among both regulated and unregulated institutions, and 
among institutions and markets, and the potential for these linkages and inter- 
relationships to adversely affect banking organizations and the financial system. In 
many ways, the Federal Reserve is well positioned to meet this challenge. In this 
regard, the current crisis has, in our view, demonstrated the ways in which the Fed- 
eral Reserve’s consolidated supervision role closely complements our other central 
bank responsibilities, including the objectives of fostering financial stability and de- 
terring or managing financial crises. 

The information, expertise, and powers derived from our supervisory authority en- 
hance the Federal Reserve’s ability to help reduce the likelihood of financial crises, 
and to work with the Treasury Department and other U.S. and foreign authorities 
to manage such crises should they occur. Indeed, the enhanced consolidated super- 
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vision guidance that the Federal Reserve issued in 2008 explicitly outlines the proc- 
ess by which we will use information obtained in the course of supervising financial 
institutions — as well as information and analysis obtained through relationships 
with other supervisors and other sources — to identify potential vulnerabilities across 
financial institutions. It will also help us identify areas of supervisory focus that 
might further the Federal Reserve’s knowledge of markets and counterparties and 
their linkages to banking organizations and the potential implications for financial 
stability. 

A final supervisory lesson applies to the structure of the U.S. regulatory system, 
an issue that the Congress, the Federal Reserve, and others have already raised. 
While we have strong, cooperative relationships with other relevant bank super- 
visors and functional regulators, there are obvious gaps and operational challenges 
in the regulation and supervision of the overall U.S. financial system. This is an 
issue that the Federal Reserve has been studying for some time, and we look for- 
ward to providing support to the Congress and the Administration as they consider 
regulatory reform. In a recent speech. Chairman Bernanke introduced some ideas 
to improve the oversight of the U.S. financial system, including the oversight of 
nonbank entities. He stated that no matter what the future regulatory structure in 
the United States, there should be strong consolidated supervision of all system- 
ically important banking and nonbanking financial institutions. 

Finally, Mr. Chairman, I would like to thank you and the Subcommittee for hold- 
ing this second hearing on risk management — a crucially important issue in under- 
standing the failures that have contributed to the current crisis. Our actions, with 
the support of the Congress, will help strengthen institutions’ risk management 
practices and the supervisory and regulatory process itself — which should, in turn, 
greatly strengthen the banking system and the broader economy as we recover from 
the current difficulties. 

I look forward to answering your questions. 


PREPARED STATEMENT OF TIMOTHY W. LONG 

Senior Deputy Comptroller, Bank Supervision Policy and 
Chief National Bank Examiner 

March 18, 2009 

Introduction 

Chairman Reed, Ranking Member Bunning, and members of the Subcommittee, 
my name is Timothy Long and I am the Senior Deputy Comptroller for Bank Super- 
vision Policy and Chief National Bank Examiner at the Office of the Comptroller 
of the Currency (OCC). I welcome this opportunity to discuss the OCC’s perspective 
on the recent lessons learned regarding risk management, as well as the steps we 
have taken to strengthen our supervision and examination processes in this critical 
area, and how we supervise the risk management activities at the largest national 
banking companies. 

Your letter of invitation also requested our response to the findings of the GAO 
regarding the OCC’s oversight of bank risk management. Because we only received 
the GAO’s summary statement of facts on Friday night, we have not had an oppor- 
tunity to thoroughly review and assess their full report and findings. Therefore, I 
will only provide some brief observations on their initial findings. We take findings 
and recommendations from the GAO very seriously and will be happy to provide 
Subcommittee members a written response to the GAO’s findings once we have had 
the opportunity to carefully review their report. 

Role of Risk Management 

The unprecedented disruption that we have seen in the global financial markets 
over the last eighteen months, and the events and conditions leading up to this dis- 
ruption, have underscored the critical need for effective and comprehensive risk 
management processes and systems. As I will discuss in my testimony, these events 
have revealed a number of weaknesses in banks’ risk management processes that 
we and the industry must address. Because these problems are global in nature, 
many of the actions we are taking are in coordination with other supervisors around 
the world. 

More fundamentally, recent events have served as a dramatic reminder that risk 
management is, and must be, more than simply a collection of policies, procedures, 
limits and models. Effective risk management requires a strong corporate culture 
and corporate risk governance. As noted in the March 2008 Senior Supervisors 
Group report on “Observations on Risk Management Practices During the Recent 
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Market Turmoil,” companies that fostered a strong risk management culture and 
encouraged firm-wide identification and control of risk, were less vulnerable to sig- 
nificant losses, even when engaged in higher risk activities.^ 

While current economic conditions have brought renewed attention to risk man- 
agement, it is during periods of expansionary economic growth when risk manage- 
ment can be most critical and challenging both for bankers and supervisors. Finan- 
cial innovation and expansion of credit are important drivers of our economy. Banks 
must be able to respond to customer and investor demand for new and innovative 
products and services. They must also be able to compete with firms that may be 
less regulated and with financial service companies across the globe. Failure to 
allow this competition risks ceding the prominent role that U.S. financial firms have 
in the global marketplace. 

Banks are in the business of managing financial risk. Competing in the market- 
place and allowing market innovation means that there will be times when banks 
lose money. There will also be times when, despite a less favorable risk/reward re- 
turn, a bank will need to maintain a market presence to serve its customers and 
to retain its role as a key financial intermediary. These are not and should not be 
viewed as risk management failures. The job of risk management is not to eliminate 
losses or risk, but rather to ensure that risk exposures are fully identified and un- 
derstood so that bank management and directors can make informed business deci- 
sions about the firm’s level of risk. 

In this regard, a key issue for bankers and supervisors is determining when the 
accumulation of risks either within an individual firm or across the system has be- 
come too high, such that corrective or mitigation actions are needed. Knowing when 
and how to strike this balance is one of the most difficult jobs that supervisors and 
examiners face. Taking action too quickly can constrain economic growth and im- 
pede credit to credit worthy borrowers; waiting too long can result in an overhang 
of risk becoming embedded into banks and the marketplace. Effective risk manage- 
ment systems play a critical role in this process. 

Risk Management Lessons Learned 

It is fair to ask what the banking industry and supervisors have learned from the 
major losses that have occurred over the past 18 months. The losses have been so 
significant, and the damage to the economy and confidence so great, that we all 
must take stock of what we missed, and what we should have done differently to 
make sure that we minimize the possibility that something like this happens again. 
Below are some of our assessments: 

• Underwriting Standards Matter, Regardless of Whether Loans are Held 
or Sold — The benign economic environment of the past decade, characterized 
by low interest rates, strong economic growth and very low rates of borrower 
defaults led to complacency on the part of many lenders. Competitive pressures 
drove business line managers to ease underwriting standards for the origination 
of credit and to assume increasingly complex and concentrated levels of risk. In- 
creased investor appetite for yield and products, fueled by a global abundance 
of liquidity, led many larger banks to adopt the so-called “originate-to-dis- 
tribute” model for certain commercial and leveraged loan products, whereby 
they originated a significant volume of loans with the express purpose of pack- 
aging and selling them to investors. Many of these institutional investors were 
willing to accept increasingly liberal repayment terms, reduced financial cov- 
enants, and higher borrower leverage on these transactions in return for mar- 
ginally higher 3 delds. Similar dynamics were occurring in the residential mort- 
gage markets, where lenders, primarily non-bank lenders, were aggressively re- 
laxing their underwriting standards. 

Given the abundance of liquidity and willing investors for these loans, lenders be- 
came complacent about the risks underlying the loans. However, in the fall of 2007 
the risk appetite of investors changed dramatically and, at times, for reasons not 
directly related to the exposures that they held. This abrupt change in risk toler- 
ance left banks with significant pipelines of loans that they needed to fund as the 
syndicated loan and securitization markets shut down. Bankers and supervisors un- 
derestimated the rapidity and depth of the global liquidity freeze. A critical lesson, 
which the OCC and other Federal banking agencies noted in their 2007 Shared Na- 
tional Credit results, is that banking organizations should ensure that underwriting 
standards are not compromised by competitive pressures. The agencies warned that 
“consistent with safe and sound banking practice, agent banks should underwrite 


^See Senior Supervisors Group Report, “Observations on Risk Management Practices,” at 
http:! i www.newyorkfed.org I Tiewsevents I news I banking 1 2008 1 SSG Risk Mgt doc final.pdf. 
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funding commitments in a manner reasonably consistent with internal underwriting 
standards. 

• Risk Concentrations Can Accumulate Across Products and Business 
Lines and Must be Controlled — Risk concentrations can arise as banks seek 
to maximize their expertise or operational efficiencies in a highly competitive 
business. Community banks can often develop significant concentrations as 
their lending portfolios tend to be highly concentrated in their local markets. 
For larger institutions, a key issue has been the ability to aggregate risk expo- 
sures across business and product lines and to identify risks that may be highly 
correlated. For example, many national banks underestimated their exposure to 
subprime mortgages because they did not originate them. Indeed, some senior 
bank management thought they had avoided subprime risk exposures by delib- 
erately choosing to not originate such loans in the bank — only to find out after 
the fact that their investment bank affiliates had purchased subprime loans 
elsewhere to structure them into collateralized debt obligations. Because of in- 
adequate communication within these firms, those structuring businesses were 
aggressively expanding activity at the same time that retail lending profes- 
sionals in the bank were avoiding or exiting the business because of their re- 
fusal to meet weak underwriting conditions prevalent in the market. These fail- 
ures were compounded when products, markets, and geographic regions that 
previously were looked to as a source of risk diversification became more highly 
correlated as contagion effects spread across the globe. Additionally, significant 
corporate acquisitions, especially if they were not consistent with the bank’s 
business strategy and corporate culture, affected the institutions’ financial well 
being, their risk positions and reputations, and placed significant strains on 
their risk management processes. 

• Asset-Based Liquidity Provides a Critical Cushion — There is always a ten- 
sion of how much of a bank’s balance sheet capacity should be used to provide 
a cushion of liquid assets — assets that can be readily converted to liquid funds 
should there be a disruption in the bank’s normal funding markets or in its 
ability to access those markets. Because such assets tend to be low risk and, 
thus, low 3delding, many banks have operated with very minimal cushions in 
recent years. These decisions reflected the abundance of liquidity in the market 
and the ease with which banks could tap alternative funding sources through 
various capital and securitization markets. Here again, when these markets be- 
came severely constrained, many banks faced significant short-term funding 
pressures. For some firms, these funding pressures, when combined with high 
credit exposures and increased leverage, resulted in significant strains and, in 
some cases, liquidity insolvency. 

• Systemically Important Firms Require State-of-the-Art Infrastructure — 

As noted in a number of visible cases during this period of market turmoil, a 
large firm’s ability to change its risk profile or react to the changing risk toler- 
ance of others is dependent on an extremely robust supporting infrastructure. 
The velocity with which information is transmitted across financial markets and 
the size, volume and complexity of transactions between market participants 
has been greatly expanded through technology advancements and globalization 
of markets. Failure to have sufficient infrastructure and backroom operations 
resulted in failed trades and increased counterparty exposures, increasing both 
reputation and credit risks. 

• Need for Robust Capital Levels and Capital Planning Proeesses — ^Al- 
though we are clearly seeing strains, the national banking system, as a whole, 
has been able to withstand the events of the past 18 months due, in part, to 
their strong levels of regulatory capital. The strong levels of capital in national 
banks helped to stabilize the financial system. National banking organizations 
absorbed many weaker competitors ie.g., Bear Stearns, Countrywide, and 
WAMU). This relative strength is more apparent when compared to the highly 
leveraged position of many broker-dealers. Nonetheless, it is clear that both 
banks’ internal capital processes and our own supervisory capital standards 
need to be strengthened to more fully incorporate potential exposures from both 
on- and off-balance sheet transactions across the entire firm. In addition, capital 
planning and estimates of potential credit losses need to be more forward look- 
ing and take account of uncertainties associated with models, valuations, con- 
centrations, and correlation risks throughout an economic cycle. 


^See Joint Release, NR 2007—102 at: http: I / www.occ.treas.gov I ftp I release 1 2007-102.htm. 
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These findings are consistent with reports issued by the SSG’s report on “Risk 
Management Practices,” the Financial Stability Forum’s (FSF) report on “Enhancing 
Market and Institutional Resilience,” the Joint Forum’s report on “Cross- Sectoral 
Review of Group-wide Identification and Management of Risk Concentrations,” and 
the Basel Committee on Banking Supervision’s consultative paper on “Principles for 
Sound Stress Testing Practices and Supervision.”^ Two common themes from these 
reports and other studies in which the OCC has actively participated are the need 
to strengthen risk management practices and improve stress testing and firm-wide 
capital planning processes. The reports also note several areas where banking su- 
pervisors need to enhance their oversight regimes. The recommendations generally 
fall into three broad categories: 1) providing additional guidance to institutions with 
regard to the risk management practices and monitoring institutions’ actions to im- 
plement those recommendations; 2) enhancing the various aspects of the Basel II 
risk-based capital framework; and 3) improving the exchange of supervisory infor- 
mation and sharing of best practices. 

OCC Supervisory Responses 

The OCC has been actively involved in the various work groups that issued these 
reports, and we are taking a number of steps, primarily in our large bank super- 
vision program, to ensure that our supervisory process and the risk management 
practices of our institutions incorporate these recommendations. I will focus on the 
three key areas identified by the Subcommittee: liquidity risk management, capital 
requirements, and enterprise-wide risk management. 

Liquidity Risk Management 

The sudden and complete shutdown in many traditional funding markets was not 
contemplated by most contingency funding plans. This period of market disruption 
has magnified the risks associated with underestimating liquidity risk exposures 
and improperly planning for periods of significant duress. The SSG report specifi- 
cally noted that better performing firms carefully monitored their and on- and off- 
balance sheet risk exposures and actively managed their contingent liquidity needs. 
In April 2008, the OCC developed a liquidity risk monitoring program to stand- 
ardize liquidity monitoring information across our large bank population and pro- 
vide more forward looking assessments. We developed a template for the monthly 
collection of information about balance sheet exposures, cash-flow sources and uses, 
and financial market risk indicators. Our resident examiners complete this template 
each month and then work with our subject matter specialists in the Credit and 
Market Risk (CMR) division in Washington to produce a monthly report that sum- 
marizes the liquidity risk profile, based on levels of risk and quality of risk manage- 
ment, for 15 banking companies in our Large and Mid-size bank programs. These 
risk profiles provide a forward looking assessment of liquidity maturity mismatches 
and capacity constraints, both of which are considered early warning signals of po- 
tential future problems. 

In September 2008, the Basel Committee on Banking Supervision (Basel Com- 
mittee) issued a report on, “Principles for Sound Liquidity Risk Management and 
Supervision.”'^ This report represents critical thinking that was done by supervisors 
in over 15 jurisdictions on the fundamental principles financial institutions and su- 
pervisors must adopt to provide appropriate governance of liquidity risk. OCC sub- 
ject matter specialists in our CMR division were actively involved in the develop- 
ment of this important paper on risk management expectations, and are now con- 
tributing to the second phase of this work which is focused on identifying key liquid- 
ity metrics and benchmarks that may be valuable for enhancing transparency about 
liquidity risk at financial institutions. We are also working with the other U.S. Fed- 
eral banking agencies to adapt and apply these key principles more broadly to all 
U.S. banking institutions through an interagency policy statement. 

The OCC reviews bank liquidity on an ongoing basis and we have incorporated 
these valuable lessons into our evaluations. Our strategic bank supervision oper- 
ating plan for 2009 directs examiners at our largest national banks to focus on 


^Senior Supervisors Group Report, “Observations on Risk Management Practices,” at http:! ! 
www.newyorkfed.org I newsevents I n£ws I banking 1 2008 1 SSG Risk Mgt dec final.pdf; Finan- 

cial Stability Forum, “Enhancing Market and Institutional Resilience,” at http:! j 
www.fsforum.org i publications i FSF _ Report to G7 11 April.pdf; Joint Forum, “Cross-sec- 

toral review of group- wide identification and management of risk concentrations” at http:! j 
www.bis.orglpublljointl9.htm; and Basel Committee on Banking Supervision Report, “Sound 
principles for stress testing practices and supervision,” at http:! j www.bis.org jpublj 
bcbsl47.htm. 

"^See Basel Committee on Banking Supervision, “Principles for Sound Liquidity Management 
and Supervision,” at http:! I www.bis.org j publ j bcbsl44.htm. 
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banks’ firm-wide assessments of their liquidity risk and the adequacy of their liquid- 
ity cushions (short-term liquid assets and collateralized borrowing capacity) to meet 
short and medium term funding needs, as well as on the effectiveness of their li- 
quidity risk management, including management information systems and contin- 
gency funding plans. 

Capital Requirements 

The market turmoil has highlighted areas where the current Basel II capital 
framework needs to be strengthened. The OCC, through its membership on the 
Basel Committee and work with the FSF, has been actively involved in formulating 
improvements to the capital framework. Among the refinements recommended hy 
the Basel Committee in its January 2009 consultative papers are higher capital re- 
quirements for re-securitizations, such as collateralized debt obligations, which are 
themselves comprised of asset-backed securities.® These structured securities suf- 
fered significant losses during the recent market turmoil. Other proposed changes 
to the Basel II framework would increase the capital requirements for certain li- 
quidity facilities that support asset-backed commercial paper conduits. 

In addition, the Basel Committee has proposed requirements for certain banks to 
incorporate default risk and credit migration risk in their value-at-risk models. 
These proposals are designed to better reflect the risks arising from the more com- 
plex, and less liquid, credit products that institutions now hold in their trading port- 
folios. The intention is also to reduce the extent of regulatory capital arbitrage that 
currently exists between the banking and trading books. 

The January consultative paper that proposed enhancements to the Basel II 
framework would also strengthen supervisory guidance regarding Pillar 2, or the su- 
pervisory review process of Basel II. Specifically, the proposed supervisory guidance 
would address firm-wide governance and risk management; capturing the risk of off- 
balance sheet exposures and securitization activities; and incentives to manage risk 
and returns over the long-term. 

More recently, following its meeting last week, the Basel Committee announced 
additional initiatives to strengthen capital in the banking system. These include in- 
troducing standards to promote the buildup of capital buffers that can be drawn 
down in periods of stress, as well as a non-risk-based capital measure like our lever- 
age ratio.® Once the Basel Committee finalizes these and other changes to the Basel 
II framework, the OCC and other Federal banking agencies will jointly consider 
their adoption in the U.S. through the agencies’ notice and comment process. 

Enterprise Risk Management 

As previously noted, the recent market turmoil has highlighted the importance of 
a comprehensive firm-wide risk management program. The SSG report advised that 
striking the right balance between risk appetite and risk controls was a distin- 
guishing factor among firms surveyed in its study. Additionally, the FSF report 
noted that, “Supervisors and regulators need to make sure that the risk manage- 
ment and control framework within financial institutions keeps pace with the 
changes in instruments, markets and business models, and that firms do not engage 
in activities without having adequate controls.”'^ 

Proper risk governance was a key focus of guidance that the OCC, the SEC, and 
other Federal Banking regulators issued in January 2007 on complex finance activi- 
ties.® That guidance stressed the need for firms to have robust internal controls and 
risk management processes for complex structured finance transactions. The guid- 
ance emphasized the importance of a strong corporate culture that includes and en- 
courages mechanisms that allow business line and risk managers to elevate con- 
cerns to appropriate levels of management and to ensure the timely resolution of 
those concerns. It also stressed the need to ensure appropriate due diligence at the 
front-end, before products are offered, to ensure that all risks have been appro- 
priately considered and can be effectively identified, managed and controlled. At the 
OCC, approval of new or novel banking activities is predicated on the bank having 
sufficient risk management controls in place. 


^See: “Proposed enhancements to the Basel II framework,” “Revisions to the Basel II Market 
Risk Framework,” and “Guidelines for computing capital for incremental risk in the trading 
book,” January 2009 at httpij / www.bis.org / press I p0901 16.htm. 

“Initiatives on capital announced by the Basel Committee,” March 12, 2009 at: http:! ! 
www.bis.org/presslp090312.htm. 

See “Report of the Financial Stability Forum on Enhancing Market and Institutional Resil- 
ience,” April 2008 at: http:/ / www.fsforum.org / publications ! r 0804.pdf. 

^See: OCC Bulletin 2007—1, “Complex Structured Finance Transactions” at http:/ / 
www.occ.gov /ftp / bulletin / 2007-1. html. 
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Assessing management’s ability to effectively identify, measure, monitor, and con- 
trol risk across the firm and to conduct effective stress testing is a key focus of our 
examination strategies for large national banks this year. Stress tests are a critical 
tool for effective enterprise-wide risk assessments. Such tests can help identify con- 
centrations and interconnected risks and determine the adequacy of capital and li- 
quidity. As with most other issues, the success of a stress testing program depends 
importantly on the support and sponsorship provided by senior management. In 
banks where risk management functions did not perform well, stress testing typi- 
cally was a mechanical exercise. Management viewed stress tests as more of a “re- 
quirement” than an important risk management tool that could lead to internal dis- 
cussions and debate about whether existing exposures constituted unacceptable 
risks. 

In addition, many stress tests failed to fully estimate the potential severity and 
duration of stress events and to identify and capture risks across the firm. Often, 
stress tests would focus on a single line of business and/or use only historical statis- 
tical relationships. When designing a stress test, particularly after a prolonged pe- 
riod of abundant liquidity, low credit spreads and low interest rates, it is important 
to probe for weaknesses in the portfolio that may not be evident from historically 
based stress exercises. Expert judgment can help define scenarios to address the 
likely breakdown in normal statistical relationships, as well as feedback loops, in 
a crisis. Such scenario-based stress tests, often dismissed as implausible by business 
unit personnel, allow firms to shock multiple market factors {e.g., interest rates 
credit spreads and commodity prices) simultaneously. Such stress tests are an im- 
portant way to capture risks missed in traditional stress testing exercises, such as 
market liquidity risk and basis risk. 

OCC’s Supervision of Risk Management at Large National Banks 

Let me now turn to how we apply and incorporate our perspective on risk man- 
agement into the supervision of large national banks. The OCC is responsible for 
supervising over 1,600 banks, including some of the largest in the world that offer 
a wide array of financial services and are engaged in millions of transactions every 
day. 

Pursuant to the provision of the Gramm Leach Bliley Act (GLBA), the OCC serves 
as the primary Federal banking regulator for activities conducted within the na- 
tional bank charter and its subsidiaries, except for those activities where jurisdic- 
tion has been expressly provided to another functional supervisor, such as the Secu- 
rities and Exchange Commission (SEC), for certain broker-dealer activities. None- 
theless, we work closely with the Federal Reserve Board, the SEC, and other appro- 
priate regulators to help promote consistent and comprehensive supervision across 
the company. 

The foundation of the OCC’s supervisory efforts is our continuous, onsite presence 
of examiners at each of our 14 largest banking companies. These 14 banking compa- 
nies account for approximately 89 percent of the assets held in all of the national 
banks under our supervision. The resident examiner teams are supplemented by 
subject matter specialists in our Policy Division and PhD economists from our Risk 
Analysis Division trained in quantitative finance. 

Our Large Bank program is organized with a national perspective. It is highly 
centralized and headquartered in Washington, and structured to promote consistent 
uniform coordination across institutions. The onsite teams at each or our 14 largest 
banks are led by an Examiner-In-Charge (EIC), who reports directly to the Deputy 
Comptrollers in our Large Bank Supervision Office in Washington, DC. The Large 
Bank Deputies are in ongoing communication with the EICs, in addition to holding 
monthly calls and quarterly face-to-face meetings with all EICs. To enhance our 
ability to identify risks and share best practices across the large bank population, 
we have established a program of examiner network groups in Large Banks. There 
are eight main network groups (Commercial Credit, Retail Credit, Mortgage Bank- 
ing, Capital Markets, Asset Management, Information Technology, Operational Risk 
and Compliance) and numerous subgroups. These groups facilitate sharing of infor- 
mation, concerns and policy application among examiners with specialized skills in 
these areas. The EICs and leadership teams of each of the network groups work 
closely with specialists in our Policy and Risk Analysis Divisions to promote con- 
sistent application of supervisory standards and coordinated responses to emerging 
issues. 

All of this enables the OCC to maintain an on-going program of risk assessment, 
monitoring, and communication with bank management and directors. Nonetheless, 
given the volume and complexity of bank transactions, it is not feasible to review 
every transaction in each bank, or for that matter, every single product line or bank 
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activity. Accordingly, we focus on those products and services posing the greatest 
risk to the bank through risk-based supervision. 

Resident examiners apply risk-based supervision to a broad array of risks, includ- 
ing credit, liquidity, market, compliance and operational risks. Supervisory activities 
are based upon supervisory strategies that are developed for each institution that 
are risk-based and focused on the more complex banking activities. Although each 
strategy is tailored to the risk profile of the individual institution, our strategy de- 
velopment process is governed by supervisory objectives set forth annually in the 
OCC’s bank supervision operating plan. Through this operating plan, the OCC iden- 
tifies key risks and issues that cut across the industry and promotes consistency in 
areas of concerns. With the operating plan as a guide, EICs develop detailed strate- 
gies that will direct supervisory activities and resources for the coming year. Each 
strategy is reviewed by the appropriate Large Bank Deputy Comptroller. Our risk- 
based supervision is flexible, allowing strategies to be revised, as needed, to reflect 
the changing risk profile of the supervised institutions. We have a Quality Assur- 
ance group within our Large Bank program that selects strategies to review as part 
of a supervisory program review to ensure reasonableness and quality supervision. 

Our supervisory goal is to ensure banks have sound risk governance processes 
commensurate with the nature of their risk-taking activities. Risk management sys- 
tems must be sufficiently comprehensive to enable senior management to identify 
and effectively manage risk throughout the firm. Therefore, examinations of our 
largest banks focus on the overall integrity and effectiveness of risk management 
systems. 

The first step in risk-based supervision is to identify the most significant risks 
and then to determine whether a bank has systems and controls to identify and 
manage those risks. Next, we assess the integrity and effectiveness of risk manage- 
ment systems, with appropriate validation through transaction testing. This is ac- 
complished through our supervisory process which involves a combination of ongoing 
monitoring and targeted examinations. The purpose of our targeted examinations is 
to validate that risk management systems and processes are functioning as expected 
and do not present any significant supervisory concerns. Our supervisory conclu- 
sions, including any risk management deficiencies, are communicated directly to 
bank senior management. Thus, not only is there ongoing evaluation, but there is 
also a process for timely and effective corrective action when needed. To the extent 
we identify concerns, we “drill down” to test additional transactions. 

These concerns are then highlighted for management and the Board as “Matters 
Requiring Attention” (“MRAs”) in supervisory communications. Often these MRAs 
are line of business specific, and can be corrected relatively easily in the normal 
course of business. However, a few MRAs address more global concerns such as en- 
terprise risk management or company-wide information security. We also have a 
consolidated electronic system to monitor and report outstanding MRAs. Each MRA 
is assigned a due date and is followed-up by onsite staff at each bank. If these con- 
cerns are not appropriately addressed within a reasonable period, we have a variety 
of tools with which to respond, ranging from informal supervisory actions directing 
corrective measures, to formal enforcement actions, to referrals to other regulators 
or law enforcement. 

Our supervision program includes targeted and on-going analysis of corporate gov- 
ernance at our large national banks. This area encompasses a wide variety of super- 
visory activities including: 

• Analysis and critique of materials presented to directors; 

• Review of board activities and organization; 

• Risk management and audit structures within the organization, including the 
independence of these structures; 

• Reviews of the charters, structure and minutes of significant decisionmaking 
committees in the bank; 

• Review of the vetting process for new and complex products and the robustness 
of new product controls; and 

• Analysis of the appropriateness and adequacy of management information pack- 
ages used to measure and control risk. 

It is not uncommon to find weaknesses in structure, organization, or management 
information, which we address through MRAs and other supervisory processes de- 
scribed above. But more significantly, at some of our institutions what appeared to 
be an appropriate governance structure was made less effective by a weak corporate 
culture, which discouraged credible challenge from risk managers and did not hold 
lines of business accountable for inappropriate actions. When the market disruption 
occurred in mid 2007, it became apparent that in some banks, risk management 
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lacked support from executive management and the board to achieve the necessary 
stature within the organization, or otherwise did not exercise its authority to con- 
strain business activities. At institutions where these issues occurred, we took 
strong supervisory actions, and we effected changes in personnel, organization and/ 
or processes. 

Just as we adjust our strategies for individual banks, we also make adjustments 
to our overall supervisory processes, as needed. And of course we are adjusting our 
supervisory processes to incorporate the lessons we have learned during this period 
of extreme financial distress. For example, recent strategy guidance prepared by our 
Large Bank network groups and issued by Large Bank senior management in- 
creases our focus on: 

• Risk concentrations across the enterprise; 

• Refinancing risk arising from illiquidity in credit markets and changes in un- 
derwriting standards that limit the ability of many borrowers to refinance debt 
as originally intended; 

• Collections, recovery and loss mitigation programs; 

• Decision modeling; 

• Liquidity contingency planning; 

• Allowance for loan and lease loss adequacy; 

• Capital buffers and stress assessments; and 

• Syndication and other distribution processes and warehouse/pipeline controls. 

Our supervisory activities at individual banks are often supplemented with hori- 
zontal reviews of targeted areas across a group of banks. These horizontal reviews 
can help us to identify emerging risks that, while not posing a significant threat 
to any one institution could, if not corrected, pose more system-wide implications for 
the industry. For example, reviews of certain credit card account management prac- 
tices several years ago revealed that as a result of competitive pressures, banks 
were reducing minimum payments required from credit card customers to the point 
where many consumers could simply continue to increase their outstanding balances 
over time with no meaningful reduction in principal. We were concerned that these 
competitive pressures could mask underlying deterioration in a borrower’s condition 
and could also result in consumers becoming over-extended. Because of the highly 
competitive nature of this business, we recognized that we needed to address this 
problem on a system- wide basis and as a result, worked with the other Federal 
banking agencies to issue the 2003 guidance on Credit Card Account Management 
Practices.® 

In addition to the aforementioned liquidity monitoring data we have begun col- 
lecting, we have also initiated loan level data collection from our major banks for 
residential mortgages, home equity loans, large corporate credits, and credit card 
loans. This data is being used to enhance our horizontal risk assessments in these 
key segments and offers a tool for examiners to benchmark their individual institu- 
tion against the industry. 

More recently, in early 2008 we began developing a work plan to benchmark our 
largest national banks against the risk management “best practices” raised in var- 
ious reports issued by the President’s Working Group (PWG), SSG, FSF, and Basel 
Committee. OCC staff developed a template for our examining staff to collect infor- 
mation to conduct this benchmarking exercise and we shared this with our col- 
leagues at the PWG and SSG. In the interest of expanding the pool of firms and 
expediting the collection of risk management information, agency principals elected 
to use the SSG as the forum for undertaking the risk management assessment. In 
December 2008, a self-assessment template was sent to 23 globally active financial 
firms and the completed self-assessments are now in the process of being collected 
and shared among the participating agencies. These self-assessments will be supple- 
mented with interviews at selected firms to discuss the status of addressing risk 
management deficiencies already identified and also probe for further information 
on emerging issues that may not yet be evident. 

To summarize, the goal of our supervision is to ensure that banks are managed 
in a safe and sound manner, to identify problems or weaknesses as early as possible 
and to obtain corrective action. Through our examinations and reviews, we have di- 
rected banks to be more realistic in assessing their credit risks; to improve their 
valuation techniques for certain complex transactions; to raise capital as market op- 


®See OCC Bulletin 2003—1, “Credit Card Lending: Account Management and Loss Allowance 
Guidance,” at httpij / www.occ.gov/ftp/buUetin/2003-l.doc. 
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portunities permit; to aggressively build loan loss reserves; and to correct various 
risk management weaknesses. 

As previously noted, we have a staff of specialists who provide on-going technical 
assistance to our onsite examination teams. Our Risk Analysis Division includes 40 
PhD economists and mathematicians who have strong backgrounds in statistical 
analysis and risk modeling. These individuals frequently participate in our risk 
management examinations to help evaluate the integrity and empirical soundness 
of hanks’ risk models and the assumptions underlying those models. Our policy spe- 
cialists assist by keeping abreast of emerging trends and issues within the industry 
and the supervisory community. Staffs from our CMR, Operational Risk, and Cap- 
ital Policy units have been key participants and contributors to the ongoing work 
of the SSG, FSF, PWG and Basel Committee. 

In 2008, we established a Financial Markets Group within the agency and tasked 
them with the build-out of a market intelligence program. Their mission is to look 
around corners, to seek out early warning signs of emerging and/or systemic risk 
issues. This team is comprised of highly experienced bank examiners and subject 
matter specialists hired from the industry, and they spend considerable time meet- 
ing with bank investors, bank counterparties, bank competitors, bank analysts, and 
other relevant stakeholders. Their work is discussed with members of the OCC’s 
senior management team on a bi-weekly basis, or more frequently when needed, and 
discussed in detail with the OCC’s National Risk Committee members, who rep- 
resent all lines of bank supervision within the OCC, as well as our legal and eco- 
nomics teams. 

Coordination with Other Supervisors 

Successful execution of our supervisory priorities requires an effective working re- 
lationship with other supervisors, both domestically and internationally. The events 
of the past 18 months highlight the global nature of the problems we are facing and 
the need for global responses. 

The OCC has taken a significant leadership role in the interagency work under- 
way to address risk management issues raised during this period of market turmoil. 
Comptroller Dugan is an active member of the PWG and also serves as the Chair 
of the Joint Forum. In that capacity, he has sponsored critical work streams to ad- 
dress credit risk transfer, off-balance sheet activities and reliance on credit rating 
agencies. The Joint Forum work not only builds transparency about how large, fi- 
nancial conglomerates manage critical aspects of risk management, but it also 
serves as a vehicle for identifying risk management “best practices.” 

Close coordination with our supervisory colleagues at the other banking agencies, 
as well as the securities agencies, has proven beneficial for all parties — firms, super- 
visors and policymakers. One example where this is evident has been the coopera- 
tive work among major market players and key regulators (the New York Federal 
Reserve Bank, the Federal Reserve Board, the OCC, the SEC, and other key global 
regulators) to strengthen the operational infrastructure and backroom processes 
used for various over-the-counter (OTC) derivative transactions. This is another ex- 
ample where a collective effort was needed to address problems where there was not 
a clear incentive for any individual firm to take corrective action. As a result of 
these efforts, we have seen material improvements in the reduction of unconfirmed 
trades across all categories of OTC derivatives, with the most notable reduction in 
the area of credit derivatives, where the large dealers have reduced by over 90 per- 
cent the backlog of credit derivatives confirmations that are outstanding by more 
than 30 days. 

GAO Report 

As I noted in my introduction, we received the GAO’s draft statement of findings 
on Friday night and, as requested, provided them with summary comments on those 
draft findings on Monday morning. Once we receive the GAO’s final report, we will 
give careful consideration to its findings and any recommendations therein for im- 
provement in our supervisory processes. We will be happy to share our conclusions 
and responses with the Subcommittee. 

As I have described in my testimony, the OCC has a strong, centralized program 
for supervising the largest national banks. But clearly, the unprecedented global 
disruptions that we have witnessed across the credit and capital markets have re- 
vealed risk management weaknesses across banking organizations that need to be 
fixed and we are taking steps to ensure this happens. In this regard, it is important 
to recognize that risk management systems are not static. These systems do and 
must evolve with changes in markets, business lines, and products. For example, 
improving and validating risk models is an ongoing exercise at our largest institu- 
tions. Therefore it should not be surprising that we routinely have outstanding 
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MRAs that direct bank management to make improvements or changes to their risk 
models and risk management practices. This is an area where we continuously 
probe to look for areas of improvement and best practices. As I described earlier, 
we have systems in place to monitor and track these MRAs and, when we determine 
that the bank is not making sufficient progress to address our concerns, we can and 
do take more forceful action. However, unless we believe the model deficiency is so 
severe as to undermine the bank’s safety and soundness, we will allow the bank to 
continue to use the model as it makes necessary refinements or adjustments. Given 
the iterative process of testing and validating risk models, it simply is not realistic 
to suggest that a bank suspend its operations or business whenever it needs to 
make enhancements to those processes. 

One of the GAO’s major findings is that institutions failed to adequately test for 
the effects of a severe economic downturn scenario. As I have discussed, we agree 
that the events of the past 18 months have underscored the need for improved and 
more robust stress testing. Banks’ stress tests need to more fully incorporate poten- 
tial interconnection risks across products, business lines and markets, and evaluate 
such exposures under extreme tail-events. The OCC was actively involved in devel- 
oping the January 2009 report issued by the Basel Committee cited by the GAO. 
Indeed, many of the findings and recommendations in that report were drawn from 
our findings and work in our large banking institutions. We will be working with 
these institutions to ensure that they incorporate those recommendations into their 
stress testing processes. 

Conclusion 

The events of the past 18 months have highlighted and reinforced the need for 
effective risk management programs and revealed areas where improvements are 
needed. I believe the OCC and the banking industry are taking appropriate steps 
to implement needed changes. I also believe that these events have demonstrated 
the strength of the OCC’s large bank supervision program. Throughout the recent 
market turmoil, our resident examination staffs at the largest institutions have had 
daily contact with the business and risk managers of those institutions’ funding, 
trading, and lending areas to enable close monitoring of market conditions, deal flow 
and funding availability. Their insights and on-the-ground market intelligence have 
been critical in helping to assess appropriate policy and supervisory responses as 
market events have continued to unfold. Indeed, I believe that the OCC’s large bank 
supervision program, with its centralized oversight from Washington D.C., and high- 
ly experienced resident teams of bank examiners and risk specialists, is the most 
effective means of supervising large, globally active financial firms. 

Statement Required by 12 U.S.C. § 250: The views expressed herein are those of 
the Office of the Comptroller of the Currency and do not necessarily represent the 
views of the President. 


PREPARED STATEMENT OF SCOTT M. POLAKOFF 

Acting Director, Office of Thrift Supervision 
March 18, 2009 

I. Introduction 

Good afternoon Chairman Reed, Ranking Member Bunning and members of the 
Subcommittee. Thank you for inviting me to testify on behalf of the Office of Thrift 
Supervision (OTS) on how the Federal financial regulators conduct oversight of risk 
management. I appreciate the opportunity to familiarize the Subcommittee with 
several critical risk management areas and how OTS has revised its supervisory 
oversight based on lessons learned. I also appreciate the opportunity to comment on 
the state of risk management in the financial services industry and OTS’s rec- 
ommendations for improving regulatory oversight and cooperation. 

In my testimony, I will discuss critical risk management areas that led to the fail- 
ure or near-failure of an array of financial institutions. I will provide examples of 
the lessons learned and the actions that OTS has taken to revise industry and ex- 
aminer guidance to ensure effective and efficient regulation. I will also describe risk 
management areas that warrant close supervision and provide OTS’s perspective on 
how to proceed. My discussion will focus on five primary risk areas that played roles 
in the economic crisis: concentration risk, liquidity risk, capital adequacy, loan loss 
provisioning and fair value accounting. 
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II. Overview of OTS-regulated Entities 

I would like to begin with an overview of the thrift industiy. At the end of 2008, 
OTS supervised 810 savings associations with total assets of $1.2 trillion and 463 
holding company enterprises with approximately $6.1 trillion in U.S. domiciled con- 
solidated assets. The majority of savings associations (97.2 percent) exceed well cap- 
italized regulatory standards with combined assets that represent 95.3 percent of 
industry aggregate assets. 

Recent increases in problem assets have resulted primarily from the housing mar- 
ket downturn and rising unemployment. In December 2008, troubled assets (noncur- 
rent loans and repossessed assets) rose to 2.52 percent of assets, up from 1.66 per- 
cent a year ago. The current level of troubled assets is the highest since the early 
1990s, when it reached 3.74 percent; however, the composition is quite different. 
While one- to four-family mortgage loans are traditionally lower-risk, they currently 
account for about 72 percent of the thrift industry’s troubled assets. Economic prob- 
lems are spreading to commercial real estate (nonresidential mortgage, multifamily 
and construction loans), which now account for 20 percent of the troubled assets. 
In contrast, 68 percent of troubled assets in 1990 were commercial real estate loans. 
One- to four-family mortgages accounted for 23 percent of troubled assets. 

The prominence of residential mortgage loans among troubled assets requires a 
strong commitment to effective loan modification programs. OTS is collaborating 
with the Office of the Comptroller of the Currency to produce a quarterly Mortgage 
Metrics Report that analyzes performance data of first-lien residential mortgage 
loans serviced by federally regulated savings associations and national banks. The 
agencies are finalizing the report for the fourth quarter of 2008. The goal is to pro- 
vide a comprehensive picture of mortgage servicing activities of the industry’s larg- 
est mortgage servicers. This report includes data on mortgage delinquency rates, 
home retention actions and foreclosures. The fourth quarter report will include 
granular information to measure the effectiveness of loan modifications and new 
data on the affordability and sustainability of loan modifications. 

Preliminary analysis from the fourth quarter Mortgage Metrics Report indicates 
that credit quality continues to deteriorate, resulting in increased delinquencies and 
early payment defaults. However, home retention efforts, including loan modifica- 
tions and payment plans, continue to increase. The fourth quarter report analyzes 
modifications based on four categories of pa 3 mient modification. The two categories 
that lower the borrower’s monthly payment are the most successful in improving af- 
fordability and sustainability. Servicers have increased use of these types of loan 
modifications, which is leading to fewer foreclosures. 

The number of problem thrifts has risen over the past year. OTS defines problem 
institutions as those with the two lowest composite safety-and-soundness exam rat- 
ings of “4” or “5.” There were 26 problem thrifts representing 3.2 percent of all 
thrifts at the end of the year. This is more than double from year-end 2007, when 
OTS reported 11 problem institutions. One common measurement of capital 
strength in an unstable economic period is the ratio of tangible common equity cap- 
ital to tangible assets. The ratio is stable for savings associations, measuring 7.61 
percent at the end of 2008. This measurement remains close to the 9-year average 
of 7.70 percent. 

Focusing attention on core earnings is another method to assess the strength of 
insured depository institutions while eliminating volatile items. Core earnings meas- 
ures exclude one-time events such as branch sale gains or acquisition charges. They 
also exclude charges for provisions for loan losses, which is a major reason for the 
losses by savings associations. The thrift industry’s operating earnings remained 
stable and measured 1.39 percent of average assets in 2008. This is consistent with 
operating earnings of 1.37 percent and 1.34 percent for 2007 and 2006, respectively. 
Although a focus remains on problem banks and the deteriorating mortgage market, 
the vast majority of insured financial institutions maintain solid capital, sufficient 
loan loss reserves, stable operating earnings and effective risk management. 

III. Critical Risk Areas 

OTS has learned multiple lessons during this economic cycle and has used this 
knowledge to refine and improve its regulatory program. The agency conducts inde- 
pendent internal failed bank reviews for savings associations placed in receivership 
and generates a series of recommended actions to supplement and improve its regu- 
latory oversight. Upon finalizing each review, senior managers distribute internal 
guidance identifying lessons learned to improve examiners’ focus on critical risk 
management areas. OTS also committed to implementing the recommendations de- 
rived from the Material Loss Review reports from the Office of the Inspector Gen- 
eral. The agency has made substantial progress in implementing recommended ac- 
tions to improve regulatory oversight. 
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The OTS closely monitors — in some cases participates in — and responds to risk 
management recommendations by the Senior Supervisors Group report on Risk 
Management Practices, the Financial Stability Forum’s report on enhancing market 
and institutional resilience, the Basel Joint Forum’s report on the identification and 
management of risk concentrations, and the Government Accountability Office re- 
port on regulatory oversight of risk management systems. The agency reviews these 
reports and integrates their findings when revising regulatory guidance and exam- 
ination programs. OTS participated on the Joint Forum working group that pro- 
duced the report on risk concentrations. Several of the report’s recommendations de- 
rive from OTS’s expertise in supervising or regulating financial institutions ranging 
from community banks to international conglomerates. All of the Federal banking 
agencies are members of the international Basel Committee on Banking Super- 
vision, which comprises banking supervisors worldwide. The Basel Committee on 
Banking Supervision provides an international forum to collaborate and improve the 
quality of bank supervision. 

Managing compliance with consumer protection laws is also a critical element of 
effective enterprise risk management and is a focus of OTS’s supervisory oversight 
of risk management. OTS requires sound compliance risk management programs in 
all savings associations. Excessive compliance risk can harm consumers, diminish 
a savings association’s reputation, reduce its franchise value and limit its business 
opportunities. It can also expose a financial institution to supervisory enforcement 
action and litigation. 

OTS expects the sophistication of a savings association’s risk management pro- 
gram to be appropriate for the size and complexity of the financial institution. OTS 
places responsibility on a financial institution’s Board of Directors for under- 
standing, prescribing limits on and monitoring all risk areas. Traditionally, financial 
institutions have managed their operations by organizational unit or legal entity 
rather than from a holistic, enterprise-wide risk management perspective. However, 
financial institutions are shifting their focus toward enterprise-wide risk manage- 
ment structures. This transition from a silo-based risk management function to hori- 
zontal risk management across business lines is an appropriate evolution. One of 
the lessons of the current crisis and a key recommendation of each of the risk man- 
agement reports mentioned above is that financial institutions must be aware of 
how risk concentrations and business activities interrelate throughout the organiza- 
tion. Regulators, in turn, must identify weaknesses in enterprise risk management 
and ensure that boards of directors take prompt action to correct the deficiencies. 

OTS communicates refinements in its supervisory program to examiners, Chief 
Executive Officers, Board members and industry groups through examination hand- 
books, official correspondence, outreach meetings, and other internal and external 
issuances. Based on the knowledge we have gained through horizontal reviews of 
OTS-regulated financial institutions, cooperation with domestic and international fi- 
nancial regulators, routine examination and supervision of savings associations and 
their holding companies, and failed bank reviews, the agency has identified several 
key risk management areas for discussion. 

Concentration Risk 

Poorly managed concentration risk contributed significantly to the deterioration 
in performance of several OTS-regulated problem banks. Concentrations are groups 
of assets or liabilities that have similar characteristics and expose a financial insti- 
tution to one or more closely related risks. OTS defines a concentration as an asset, 
liability, or off-balance sheet exposure that exceeds 26 percent of the association’s 
core capital, plus allowances for loan and lease losses. The agency encourages its 
examiners to use discretion in identifying higher-risk assets or liabilities that may 
not meet this threshold, but still pose a concentration risk. OTS also encourages fi- 
nancial institutions’ Boards of Directors to approve limits and monitor concentra- 
tions based on their exposure relative to Tier 1 capital and allowances for loan and 
lease losses. 

Concentrations pose risk because the same economic, political, geographic, or 
other factors can negatively affect the entire group of assets or liabilities. The finan- 
cial industry and the regulatory community have learned a valuable lesson about 
the risk exposure of asset, liability and off-balance sheet concentrations. Institutions 
with concentrations need to manage the risk of individual assets or liabilities, as 
well as the risk of the whole group. For example, an institution may have a portfolio 
of prudently underwritten loans located in a single geographic location. The geo- 
graphic concentration exposes otherwise prudent loans to the risk of loss because 
a single regional economic event can expose the entire portfolio to losses. If the in- 
stitution does not appropriately manage its geographic lending activity through size, 
sector and counterparty limits, then it has heightened risk exposure. Management 
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should regularly evaluate the degree of correlation between related assets or liabil- 
ities, and establish internal guidelines and concentration limits that control the in- 
stitution’s risk exposure. 

The Basel Committee on Banking Supervision Joint Forum’s paper on concentra- 
tion risk surveyed and summarized concentration risk management among financial 
conglomerates. While its focus was on financial conglomerates, the principles of con- 
centration risk it identified are applicable to all financial institutions. It suggests 
that concentration risk has three elements. The first element of concentration risk 
is materiality. Financial institutions must identify whether the risk concentration 
can produce losses that threaten their health or ability to maintain their core oper- 
ations. They must also determine whether an interruption in the concentrated busi- 
ness activity would lead to a material change in their risk profile. The second ele- 
ment is the identification of single, or closely related, drivers of risk that may affect 
each part of the institution differently. Effective risk management requires that the 
impact of these drivers be integrated into any analysis to assess the overall risk ex- 
posure of the institution. The third element is that risk concentrations arise not just 
in assets, but also in liabilities, off-balance sheet items, or through the execution 
or processing of transactions. 

OTS captures each of these elements in its supervisory program and requires ex- 
aminers to document concentrations of assets, liabilities and off-balance sheet activ- 
ity in each comprehensive examination report. The agency is acutely aware of the 
risk that a concentration can pose to an institution, whether the concentration 
arises from a business strategy, a product type, or a funding program. OTS guide- 
lines recommend establishing limits based on a ratio of the asset, liability, or off- 
balance sheet item to core capital and allowances for loan and lease losses. In many 
cases, OTS places limitations on the amount of assets, liabilities, or other activities 
that expose the institution to concentration risk. Firms should also have additional 
capital as a buffer against the larger loss potential that a concentration can present. 
The agency also has expectations that savings associations with high concentration 
risk establish robust risk management practices to identify, measure, monitor and 
control the risk. 

A key concentration risk that OTS identified in the current crisis is the risk expo- 
sure of warehouse and pipeline loans in financial institutions that engage in an 
originate-to-sell business model during stressful market events. In response, OTS 
updated its one- to four-family real estate lending examination handbook in Sep- 
tember 2008. The agency also distributed a letter to Chief Executive Officers out- 
lining revised recommendations for monitoring and managing the level of pipeline, 
warehouse and credit-enhancing repurchase exposure for mortgage loans originated 
for sale to nongovernment sponsored purchasers. In the letter, OTS states that any 
concentration that exceeds 100 percent of Tier 1 capital will receive closer super- 
visory review. This revised guidance was in response to the lessons learned from 
recent bank failures and a horizontal review of all OTS institutions to assess the 
examination and supervision of mortgage banking activity. 

Another example of the regulatory expectations for concentration risk manage- 
ment is the 2006 guidance on managing commercial real estate concentration risk. 
The guidance applied to savings associations actively engaged in commercial real es- 
tate (ORE) lending, especially those that are entering or rapidly expanding ORE 
lending. The guidance states that institutions should perform a self-assessment of 
exposure to concentration risk. They should continually monitor potential risk expo- 
sure and report identified concentration risk to senior management and the board 
of directors. The guidance also recommends implementing risk management policies 
and procedures to monitor and manage concentration risk based on the size of the 
portfolio and the level and nature of concentrations. 

The OTS expects savings associations to continually assess and manage con- 
centration risk. OTS conducts quarterly monitoring of savings associations’ invest- 
ments to determine compliance with portfolio limitations and to assess each associa- 
tion’s exposure to concentration risk. An institution should hold capital commensu- 
rate with the level and nature of its risk exposure. Accordingly, savings associations 
with mortgage banking or commercial real estate concentration exposure should as- 
sess the credit risk, operational risk and concentration risk of those business activi- 
ties. In assessing the adequacy of an institution’s capital, OTS also considers man- 
agement expertise, historical performance, underwriting standards, risk manage- 
ment practices and market contoions. 

By the nature of the thrift charter, savings associations are required to hold a 
concentration in real estate mortgage or consumer lending-related assets. OTS-regu- 
lated savings associations are subject to two distinct statutory restrictions on their 
assets, which contribute to this inherent concentration in mortgage lending. The 
first is a requirement that thrifts hold 65 percent of their assets in qualified thrift 
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investments. This ensures that thrifts maintain a focus on mortgage and retail con- 
sumer lending activities. The second set of restrictions includes limitations on the 
ability of savings associations to engage in specific lending activities, including con- 
sumer, commercial and small business lending. 

Although there is merit for maintaining restrictions to ensure that savings asso- 
ciations focus on mortgage and retail consumer and community lending activities 
consistent with the purpose of the thrift charter, certain asset restrictions contradict 
the purpose of the charter and compromise safety and soundness. For example, sav- 
ings associations have no limits on credit card lending, an unsecured lending activ- 
ity, but are limited to 35 percent of their assets in secured consumer lending activi- 
ties. This has the clearly unintended effect of promoting unsecured consumer lend- 
ing activities over secured consumer lending. Similarly, the existing 20 percent of 
assets limit on small business lending discourages thrifts from pursuing business 
activities that could diversify their lending operations and credit risk. 

The OTS has offered several legislative proposals to address these shortcomings, 
while maintaining the thrift charter’s focus on consumer and community lending. 
These increases would strengthen OTS-regulated institutions by further diversifying 
their business lines and would increase the availability of credit in local commu- 
nities. Small business lending is a key to economic growth and recovery, particularly 
in low- and moderate-income areas. 

Liquidity Risk 

Another risk management area that requires additional focus is liquidity risk. 
OTS and the other U.S. banking agencies published interagency guidance that re- 
quired institutions to develop a comprehensive liquidity risk management program. 
As articulated in this interagency guidance, a sound liquidity risk management pro- 
gram includes clearly written policies, well-defined responsibilities, strong manage- 
ment information systems, sound forecasting and analysis, thoughtful contingency 
planning, scenario analyses, and diversification and management of funding sources. 

Recent events illustrate that liquidity risk management at many insured deposi- 
tory institutions needs improvement to comply with this guidance. Deficiencies in- 
clude insufficient holdings of liquid assets, funding risky or illiquid asset portfolios 
with potentially volatile short-term liabilities, insufficient cash-flow projections and 
a lack of viable contingency funding plans. The current crisis also identified areas 
where it is necessary to strengthen supervisory guidance and oversight. In mid 
2007, the secondary mortgage markets began showing signs of stress as investor ap- 
petite for non-conforming mortgages greatly diminished. Many large institutions 
that relied on the originate-to-distribute model were trapped by the speed and mag- 
nitude of market liquidity evaporation. As the size of their mortgage warehouse 
ballooned, lenders and depositors became increasingly concerned about the financial 
health and long-term viability of these organizations. Those institutions that had a 
strong contingency funding strategy were able to find temporary relief until they 
could develop longer-term solutions. 

OTS is working with the other U.S. banking agencies to issue updated inter- 
agency guidance on funding liquidity risk management. The revised guidance will 
incorporate the recent lessons learned and the liquidity guidance issued by the 
Basel Committee on Banking Supervision. As part of this guidance, the agencies 
will reiterate the need for diversified funding sources, stress testing and an 
unencumbered cushion of highly liquid assets that are readily available and are not 
pledged to payment systems or clearing houses. This increased emphasis on high- 
quality liquid assets is important because many firms had a misconception about 
the extent to which decreases in market and funding liquidity are mutually rein- 
forcing. As market liquidity erodes, so does the availability of funding. The regu- 
latory agencies plan to release the revised guidance with a notice for public com- 
ment the first half of 2009. 

OTS is also strengthening its examination and supervision of savings associations 
with high-risk business models or reliance on volatile funding sources. In some 
cases, OTS is obtaining daily liquidity monitoring reports from financial institutions 
to identify cash in-flows and out-flows and the availability of unpledged collateral. 
We are also stressing the need for institutions to test the actual availability of lines 
of credit and to work actively with their respective Federal Home Loan Banks to 
ensure sufficient borrowing capacity. OTS is also conducting a review of liquidity 
risk management to identify best practices and issue guidance to savings associa- 
tions. The agency is using the review to develop additional liquidity metrics as a 
tool for examiners to use to identify institutions with developing liquidity problems. 
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Capital Adequacy 

OTS and the other Federal banking agencies agree that capital adequacy is a cen- 
tral component of safe and sound banking. Capital absorbs losses, promotes public 
confidence and provides protection to the deposit insurance fund. It provides a fi- 
nancial cushion for a financial institution to continue operating during adverse 
events. OTS has learned important lessons about how the capital adequacy rules 
work in a broad economic downturn and when financial systems are stressed pri- 
marily because of systemic events, including the deterioration in values of entire 
asset classes. 

This crisis underscores the critical importance of prudent underwriting for every 
loan. The risk of home loans varies depending upon factors, such as the loan-to- 
value, borrower creditworthiness, loan terms and other underwriting factors. Yet the 
risk-based capital requirements do not adequately address the varying levels of risk 
in different types of home loans. The existing risk-based capital rules treat almost 
all home loans as having similar risk and assign most of them a 50 percent risk 
weight, which effectively requires $4 of capital for every $100 dollars of asset value. 
A more sensitive risk-based capital framework with meaningful risk drivers should 
encourage Federal depositories to make fewer higher-risk mortgage loans, or to sup- 
port higher-risk lending activity with a more realistic capital cushion. 

Among the capital tools available to a supervisor in an environment of financial 
stress is the early intervention authority under Section 38 of the Federal Deposit 
Insurance Act, known as Prompt Corrective Action (PCA). The purpose of PCA stat- 
utory authority was to require and enable supervisory intervention before an insti- 
tution becomes critically undercapitalized. PCA is triggered by an institution’s cap- 
ital catego^, as defined in 12 USC § 1831o and 12 CFR Part 565. Depending on 
an institution’s PCA capital category, the statute automatically imposes certain re- 
strictions and actions. The restrictions begin once an institution falls below the well- 
capitalized category. In addition to the automatic restrictions, there are other discre- 
tionary PCA actions. The expectation is that banking agencies must apply progres- 
sively significant restrictions on operations as an institution’s capital category de- 
clines. 

To be effective, supervisory intervention must be timely when an institution is ex- 
periencing a rapid and severe deterioration in its financial condition. However, be- 
cause PCA is linked to declining capital categories, we have learned that its utility 
is limited in a liquidity crisis, particularly when the crisis is widespread. We have 
witnessed severe and rapid declines in the financial condition of well or adequately 
capitalized institutions that were precipitated by an inability to meet rapid, sus- 
tained deposit outflows or other cash and collateral demands. In the current crisis, 
PCA has not been an effective supervisory tool because its triggers for supervisory 
action are capital-driven. Extraordinary liquidity demands typically do not produce 
the gradual erosion of capital envisioned by PCA. It is possible to modernize the 
PCA framework to link the PCA system to other risk areas. 

Liquidity and funding problems can stem from a lack of investor confidence in an 
institution’s financial condition. In the current environment, this may also stem 
from a lack of confidence in balance sheets of financial institutions and a belief that 
there is insufficient transparency. While institutions report well-capitalized ratios, 
investors are questioning the value of those ratios under extreme financial stress 
when it is difficult to value assets. Some have also questioned the quantity and 
quality of capital and the validity of capital buffers in stressful periods. The eco- 
nomic crisis demonstrates the interrelationship of portfolio risk, liquidity, risk-based 
capital rules and PCA. The Agencies will continue to review our rules in light of 
these lessons learned. 

OTS and the other Federal banking agencies finalized the Basel II advanced cap- 
ital adequacy rules, which establish a capital requirement that increases proportion- 
ally with loan risk. The advanced rules are mandatory only for the largest financial 
institutions in the United States, in part due to the complexity of measuring risk 
and assigning commensurate capital requirements, often requiring a models-based 
approach. Due to this complexity, implementation of the advanced Basel II rules 
will take several years. 

The Agencies have also developed a proposal for a standardized risk-based capital 
adequacy framework that is simpler than the advanced rule, yet more risk sensitive 
than the existing framework for home mortgages. If this voluntary framework is fi- 
nalized in its current form, no one knows how many institutions would adopt it, but 
most of the banking industry would likely not choose it. The Agencies proposed 
these new standardized rules in 2008, but based on recent lessons learned, the pro- 
posal needs further improvement. OTS supports expanding the risk-based capital re- 
finements in the proposed rule and extending capital modernization to all Federal 
depositories. 
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In designing the Basel II capital adequacy framework, the Basel Committee in- 
tended for Basel II to be a “living framework.” As part of its strategic response to 
address weaknesses revealed by the financial market crisis, the Basel Committee 
has reviewed the Basel II capital adequacy framework and has developed and pub- 
lished for comment a series of proposed enhancements to strengthen the framework. 
The Basel Committee has also just announced it is developing a combination of 
measures to strengthen the level of capital in the banking system to increase resil- 
ience to future episodes of economic stress. It plans to introduce standards to in- 
crease capital buffers for stress events and to strengthen the quality of bank capital. 
The Committee also announced that it would review the regulatory minimum level 
of capital to arrive at a higher level than the current Basel II framework. OTS and 
the other Agencies continue our work with other Basel Committee members to 
evaluate the financial crisis and refine our rules. 

Loan Loss Provision 

Another area that deserves attention because of the rapid deterioration in credit 
quality is the adequacy of allowances for loan and lease losses (ALLL). Economic 
weakness and uncertainty of the timing of the economic recovery require elevated 
levels of loan loss reserves. Savings associations responded to this environment and 
outlook by significantly bolstering their ALLL. In the fourth quarter, savings asso- 
ciations added $8.7 billion to loan loss provisions, bringing the total additions to a 
record $38.7 billion for the year. These substantial loan loss provisions increased the 
ratio of loss reserves to total loans and leases 63 percent, from 1.10 percent 1 year 
ago to 1.79 percent at the end of 2008. 

Because financial institutions build loan loss reserves through charges to earn- 
ings, these substantial loss provision expenses are driving industry net losses. The 
large provision for losses in the fourth quarter resulted in a net loss of $3 billion, 
or an annualized return on average assets (ROA) of negative 1.02 percent. The 
record annual provision drove the industry’s loss to a record for all of 2008 of $13.4 
billion, or an ROA of negative 1.00 percent. Loss provisioning will continue to 
dampen industry earnings until home prices stabilize, job market losses slow and 
the employment outlook improves. 

On September 30, 2008, OTS issued guidance to its examiners and other super- 
vision staff members about the allowance for loan losses. The purpose of the guid- 
ance was to highlight best practices for savings associations. This guidance dis- 
cussed inflection points, or periods of increasing or decreasing losses, the use of lag- 
ging data when loss rates change quickly, and validation methods that rely on lead- 
ing data rather than historical loss experience. 

Institutions rely on the 2006 interagency guidance, “Interagency Policy Statement 
on the Allowance for Loan and Lease Losses and supplemental Questions and An- 
swers on Accounting for Loan and Lease Losses,” to manage loan loss provisions. 
This guidance uses the Generally Accepted Accounting Principles’ incurred loss 
model for assessing losses and establishing reserves. When there is a significant eco- 
nomic downturn following an extended period of positive economic performance, the 
incurred loss model may result in insufficient loan loss allowances and the need for 
substantial increases. OTS supports refining the current accounting model to one 
based on expected credit losses for the life of the loan. An expected loss model will 
result in more robust allowances throughout the credit cycle to absorb all expected 
charge-offs as they occur over the life of the loan, without regard to the economic 
environment. The expected loss model would not eliminate pro-cyclicality, but it 
would allow for earlier recognition of loan losses. 

Fair Value Accounting 

Many have blamed the current economic crisis on the use of “mark-to-market” ac- 
counting. Some assert that this accounting model contributes to pro-cyclicality or a 
downward spiral in asset prices. The theory is that as financial institutions write 
down assets to current market values in an illiquid market, those losses reduce reg- 
ulatory capital. In order to increase regulatory capital ratios, those institutions de- 
leverage by selling assets into stressed, illiquid markets. This triggers a cycle of ad- 
ditional sales at depressed prices and results in further write-downs by institutions 
holding similar assets. 

The term “mark-to-market” can be misleading. Thrifts carry less than 5 percent 
of their assets at market value, with gains and losses recognized in earnings and 
regulatory capital. These include trading assets, derivatives and financial instru- 
ments for which the thrift has voluntarily elected the fair-value option. We believe 
it is appropriate to report these assets at fair value because financial institutions 
manage them, or should manage them, on a fair-value basis. 
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Fair value accounting requires the recognition in earnings and regulatory capital 
of significant declines in the fair value of investment securities, including mortgage 
backed securities. Fair value determinations are more challenging when the mar- 
kets are illiquid. Financial institutions find it difficult to determine fair value be- 
cause there is a lack of trades of identical or similar securities. The result is that 
institutions must rely on models and assumptions to estimate fair value. The OTS 
supports disclosure of the assumptions used to estimate fair value. Increased trans- 
parency would improve confidence in the fair value adjustment. 

The Securities and Exchange Commission (SEC), in its Report and Recommenda- 
tions Pursuant to Section 133 of the Emergency Economic Stabilization Act of 2008: 
Study on Mark-To-Market Accounting, stated that fair value accounting did not play 
a meaningful role in bank failures in 2008. The SEC staff concluded that U.S. bank 
failures resulted from growing probable credit losses, concerns about asset quality 
and, in certain cases, eroding lender and investor confidence. The report also con- 
cluded that for the failed banks that did recognize sizable fair-value losses, the re- 
porting of these losses was not the reason the bank failed. 

OTS believes that refining fair value accounting is a better approach than sus- 
pending it. It is possible to improve the accounting standards to respond to both 
those who insist fair value accounting should continue and those that call for its 
suspension. 

The most significant fair value issue facing savings associations relates to non- 
trading investment securities. Non-trading investment securities are those the insti- 
tution designates as available-for-sale or held-to-maturity. The concept of “other- 
than-temporary impairment” (or OTTI) is the primary area of concern. Accounting 
standards call for different impairment (loss) recognition models, based on whether 
an asset is a loan or a security. Loan impairment reflects only credit losses. The 
measure of impairment of debt securities is fair value. In the current market, fair 
value can include recognition of significant additional losses because of illiquidity 
and other non-credit losses that may be temporaiy. This discrepancy, although 
largely overlooked in the past, is at the center of the debate about fair value ac- 
counting because the non-credit components of fair value losses in some cases rep- 
resent the majority of the loss amount. 

OTS supports an alternative to the current mark-to-market accounting model that 
is gaining recognition through recent roundtable discussions on accounting stand- 
ards. The Center for Audit Quality recommended this alternative approach to the 
SEC in its November 13, 2008 letter responding to the SEC’s study of mark-to-mar- 
ket accounting. The proposed alternative would identify and clarify the components 
of fair value and improve the application and practice of the fair value accounting 
standards. Fair value estimates incorporate numerous observable data, such as the 
credit worthiness and paying capacity of the debtor, changes in interest rates and 
the volume of market liquidity. 

Under the proposed alternative accounting treatment, financial institutions would 
continue to report impaired investment securities at fair value. They would separate 
impairment losses into two components: credit and non-credit. They would continue 
to report the credit component as a reduction of earnings, but they would report the 
noncredit component as a direct reduction of equity. The significant result of this 
alternative accounting treatment is that only the credit loss portion would imme- 
diately reduce regulatory capital. It would also mitigate the effects of temporary 
market volatility on earnings. The non-credit component would result in a direct re- 
duction in equity, but would not reduce earnings or regulatory capital unless the 
institution sells the security and realizes the loss. The credit component consists of 
probable declines in expected cash-flows. These declines represent a loss of contrac- 
tual or estimated cash-flows anticipated by an investor, and should reduce earnings 
and regulatory capital immediately. 

OTS believes that this recommendation to recognize the credit loss component of 
the OTTI impairment through earnings improves the application of the fair value 
accounting standards. This improvement in the accounting standards will align the 
recognition of impairment for loans and securities more closely. Financial institu- 
tions already record an allowance for loan loss based only on the credit impairment. 
Because many investment securities held by financial institutions are mortgage- or 
asset-backed securities, it is reasonable to use a similar model to recognize losses 
on debt securities. 

Investor panic to sell certain investments immediately rather than take a longer- 
term view of their underlying value has exacerbated current market conditions. The 
desire to stop the decline in fair value fuels these sales because of the current OTTI 
accounting requirements. Bifurcation of the fair value components will permit inves- 
tors to take a longer-term view of investments, by only recognizing declines in ex- 
pected cash-flows in earnings. Other components of fair value adjustments will be 
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reported in a separate section of equity. When markets return to normalized activ- 
ity, financial institutions can recover these components. 

rV. Regulatory Restructuring 

Lessons learned on risk management are helping to guide OTS’s position on regu- 
latory restructuring. The events of the past several years have reinforced the need 
for a review of the framework for the regulatory oversight of financial services firms 
of all types. The importance of ensuring consistent regulation for similar products 
regardless of the issuer or originator has become evident, whether the product is 
a mortgage loan or a complex commercial instrument. One of the goals of creating 
a new framework should be to ensure scrutiny of all bank products, services and 
activities. There should be consistent regulation and supervision of every entity that 
provides bank-like products, services and activities, whether or not it is an insured 
depository institution. The “shadow bank system,” where bank or bank-like products 
are offered by nonbanks, should be subject to the same rigorous standards as banks. 

As one element of regulatory modernization, OTS recommends subjecting un- 
evenly regulated or under-regulated mortgage brokers and independent mortgage 
companies to the same regulatory, supervisory and enforcement regime as insured 
institutions offering the same products. 

Another important element in regulatory modernization is establishing a systemic 
risk regulator. OTS endorses establishing a systemic risk regulator with broad regu- 
latory and monitoring authority of companies whose failure or activities could pose 
a risk to financial stability. Such a regulator should be able to access funds, which 
would present options to resolve problems at these institutions. The systemic risk 
regulator should have the ability and the responsibility for monitoring all data 
about markets and companies, including, but not limited to, companies involved in 
banking, securities and insurance. 

V. Conclusion 

Effective enterprise risk management, commensurate with the size and com- 
plexity of a financial institution’s operations, is paramount. The lessons learned 
from this economic cycle support this conclusion. A holistic approach to identifying, 
assessing and managing risk is relevant not only for financial institutions, but also 
for the regulatory environment. The interdependency of each risk area warrants a 
comprehensive solution from financial institutions and the agencies that regulate 
them. 

Thank you, Mr. Chairman, Ranking Member Running and members of the Sub- 
committee for the opportunity to testify on risk management and the steps that OTS 
is taking to adjust its examinations based on the lessons learned during the eco- 
nomic crisis. 

Concentration risk, liquidity risk, capital adequacy, allowances for loan and lease 
losses and fair value accounting are critical areas where risk management defi- 
ciencies contributed to the recent turmoil. OTS is committed to refining and improv- 
ing its oversight to ensure that financial institutions adopt stronger risk manage- 
ment programs. 


PREPARED STATEMENT OF ERIK SIRRI 

Director, Division of Trading and Markets, 

Securities and Exchange Commission 
March 18, 2009 

Chairman Reed, Ranking Member Running, and Members of the Subcommittee: 

I am pleased to have the opportunity today to testify concerning the insights 
gained from the SEC’s long history of regulating the financial responsibility of 
broker-dealers and protecting customer funds and securities. 

The turmoil in the global financial system is unprecedented and has tested not 
only the resiliency of financial institutions, but also the assumptions underpinning 
many financial regulatory programs. I have testified previously that the deteriora- 
tion in mortgages spread to the capital markets through securitization, and to re- 
lated derivative and insurance products. The knock-on effects broadened and deep- 
ened beyond those entities that deal in mortgages and mortgage-related financial 
products, including investment and commercial banks, insurance companies, and 
government sponsored enterprises, and finally to operating companies. 

Market participants relied on the thriving securitization process to disperse risk 
and provide more private capital raising and investing opportunities for investors, 
but as we have learned that process did not eliminate or, in many cases, even re- 
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duce risk. Ultimately, the growing size and dispersion of risk, combined with dete- 
riorating markets, has made clear to regulators the need for greater transparency 
and stronger risk management controls for financial institutions of all kinds. I be- 
lieve, however, that hearings such as this one, where supervisors reflect on and 
share their experiences from this past year will enhance our collective efforts to con- 
tinue to improve the risk management oversight of complex financial institutions. 

The CSE Program and BD Financial Responsibility 

Some changes in the capital markets and the broader economy have presented 
new challenges that are rightly the subject of Concessional review, notwith- 
standing the current regulatory system’s long record of accomplishment. The point 
is, we don’t need to start from scratch. Instead, we should build on and stren^hen 
what has worked, while taking lessons from what hasn’t worked in order to adjust 
the current system to update our regulatory system to fit modern market practices, 
products, and conditions. 

Beginning in 2004, the SEC supervised five entities with large U.S. securities 
firms as subsidiaries on a consolidated basis, specifically, Goldman Sachs, Merrill 
Lynch, Morgan Stanley, Lehman Brothers and Bear Stearns. For such firms, known 
as consolidated supervised entities or “CSEs,” the Commission oversaw not only the 
U.S. registered broker-dealer, but also the holding company and all affiliates on a 
consolidated basis. The registered broker-dealers that were the core regulated enti- 
ties within the CSE groups were supervised by staff both at the SEC and at the 
primary self-regulatory organization (SRO), FINRA — a system akin to bank super- 
vision at the depository institution level as well as the holding company level. It 
should be noted that the U.S. broker-dealer subsidiaries of the CSE firms at all 
times during this credit crisis remained solvent and adequately capitalized. 

The CSE program was designed to be broadly consistent with Federal Reserve 
oversight of bank holding companies. Of note, the use of the Basel Standard to regu- 
late holding companies of the broker dealer did not result in a diminution of capital 
at the broker-dealer. First, broker-dealers had to maintain a minimum of $5 billion 
tentative net capital to qualify for the calculation. Although phrased as an early 
warning level, the “5 billion” was and remained a hard limit. No firm fell below this 
requirement. The CSE regime was also tailored to reflect two fundamental dif- 
ferences between investment bank and commercial bank holding companies. First, 
the CSE regime reflected the reliance of securities firms on fair value, and where 
possible, mark-to-market accounting as a critical risk and governance control. ^ Sec- 
ond, the CSE program requirements as to liquidity are explained below. Whereas 
commercial banks may use insured deposits to fund their businesses and have ac- 
cess to the Federal Reserve as a backstop liquidity provider, the CSE firms were 
prohibited, under SEC rules, from financing their investment bank activities with 
customer funds or fully paid securities held in a broker-dealer. Moreover, the SEC 
had no ability to provide a liquidity backstop to CSEs. 

The CSE program had five principal components: First, CSE holding companies 
were required to maintain and document a system of internal controls that had to 
be approved by the Commission at the time of initial application. Second, before ap- 
proval and on an ongoing basis, the Commission staff examined the implementation 
of these controls. Third, CSEs were monitored for financial and operational weak- 
ness that might place regulated entities within the group or the broader financial 
system at risk. Fourth, CSEs were required to compute a capital adequacy measure 
at the holding company level that is consistent with standards set forth by the Basel 
Committee on Banking Supervision (Basel Committee). Finally, CSEs were required 
to perform stress tests on the liquidity computation and maintain significant liquid- 
ity pools at the holding company, for use in any regulated or unregulated entity 
within the group without regulatory restriction. 

To monitor the implementation of firms’ internal controls, the CSE program lever- 
aged the firms’ internal audit functions, among other things. Our staff met regularly 
with internal auditors to review and explore issues identified by their risk assess- 
ment and audit program. The Commission’s rules for CSEs required internal audi- 
tors to review the functioning of major governance committees and all internal risk 
control functions and represent in writing to the SEC annually that this work has 
been done, with the results presented to the external auditor and the audit com- 
mittee of the Board of Directors. Also, as circumstances required, or as risk manage- 
ment issues arose, senior officers of the SEC met with CEOs, CFOs, and other mem- 
bers of the firm’s senior management to raise issues for focus and resolution. 

The CSE program also included examination of and monitoring for key risk con- 
trol areas, in particular market, credit, liquidity, and operational risk. The holding 


1 Hereafter the terms “fair value” and “mark-to-market” are used interchangeably. 
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company was required to provide the Commission on a periodic basis with extensive 
information regarding its capital and risk exposures, including market, credit, and 
liquidity risk. SEC staff met monthly with CSE firm risk managers and other per- 
sonnel to review and discuss this information. 

Two fundamental components of the CSE program deserve special attention: cap- 
ital and liquidity. In electing to operate under the CSE program, the holding com- 
pany was required, among other things, to compute on a monthly basis its group- 
wide capital in accordance with the Basel standards. CSEs were expected to main- 
tain an overall Basel capital ratio at the consolidated level of not less than the Fed- 
eral Reserve Bank’s 10 percent “well-capitalized” standard for bank holding compa- 
nies. CSEs were also required to file an “early warning” notice with the SEC in the 
event that certain minimum thresholds, including the 10 percent capital ratio, were 
breached or were likely to be breached. Commission rules for CSEs permitted the 
parent holding company to calculate its capital adequacy using an approach con- 
sistent with either of the two Basel standards, adopted by the Basel Committee. 

Investment banks relied on the ongoing secured and unsecured credit markets for 
funding, rather than customer deposits; therefore liquidity and liquidity risk man- 
agement were of critical importance. In particular, the Commission’s rules required 
CSEs to maintain funding procedures designed to ensure that the holding company 
had sufficient stand-alone liquidity to withstand the complete loss of all sources of 
unsecured funding for at least 1 year. In addition, with respect to secured funding, 
these procedures incorporated a stress test that estimated what a prudent lender 
would lend on an asset under stressed market conditions ie.g., a haircut). Another 
premise of this liquidity planning was that any assets held in a regulated entity 
were unavailable for use outside of the entity to deal with weaknesses elsewhere 
in the holding company structure, based on the assumption that during the stress 
event, including a tightening of market liquidity, regulators in the U.S. and relevant 
foreign jurisdictions would not permit a withdrawal of capital. Thus, the liquidity 
pool at the holding company was comprised of unencumbered liquid assets. 

Beginning immediately in the wake of the Bear Stearns sale to JPMorgan Chase, 
the SEC broadly strengthened liquidity requirements for CSE firms. The Division 
of Trading and Markets, working with the Federal Reserve, implemented substan- 
tially more rigorous approaches to supervision of liquidity levels and liquidity risk 
management. We developed scenarios that were much more severe, including denial 
of access to short-term unsecured funding. Those more stringent scenarios assumed 
limited access to the Fed’s discount window or other liquidity facilities, although in 
fact such facilities became available to the major investment banks. As a matter of 
prudence, the investment banks were urged to maintain capital and liquidity at lev- 
els far above what would be required under the standards themselves. 

The SEC scrutinized the secured funding activities of each CSE firm, and advised 
the establishment of additional term funding arrangements and a reduction of de- 
pendency on “open” and “overnight” transactions. We also focused on the so-called 
matched book, a significant focus of secured funding activities within investment 
banks. We monitored closely potential mismatches between the “asset side,” where 
positions are financed for customers, and the “liability side” of the matched book, 
where positions are financed by other financial institutions and investors. Also, we 
discussed with CSE senior management their longer-term funding plans, including 
plans for raising new capital by accessing the equity and long-term debt markets. 

Observations and Lessons 

The Bear Stearns and Lehman Brothers’ experience as well as the continuing fi- 
nancial distress and government support of commercial banks and insurance compa- 
nies has challenged a number of assumptions held by the SEC. We are working with 
other regulators to ensure that the proper lessons are derived from these experi- 
ences, and changes will continue to be made to the relevant regulatory processes 
to reflect those lessons. Long before the CSE program existed, the SEC’s supervision 
of investment banks recognized that capital is not synonymous with liquidity that 
a firm could be highly capitalized — that is, it can have far more assets than liabil- 
ities — while also having liquidity problems. While the ability of a securities firm to 
withstand market, credit, and other types of stress events is linked to the amount 
of its capital, the firm also needs sufficient liquid assets — cash, and high-quality in- 
struments such as U.S. Treasury securities that can be used as collateral to meet 
its financial obligations as they arise. 

The CSE program built on this concept and required stress testing and substan- 
tial liquidity pools at the holding company to allow firms to continue to operate nor- 
mally in stressed market environments. But what neither the CSE regulatory ap- 
proach nor most existing regulatory models have taken into account was the possi- 
bility that secured funding, even that backed by high-quality collateral such as U.S. 
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Treasury and agency securities, could become unavailable. The existing models for 
both commercial and investment banks are premised on the expectation that se- 
cured funding, would be available in any market environment, albeit perhaps on 
less favorable terms than normal. 

Thus, one lesson from the SEC’s oversight of CSEs — Bear Stearns in particular — 
is that no parent company liquidity pool can withstand a “run on the bank.” Super- 
visors simply did not anticipate that a run-on-the-hank was indeed a real possibility 
for a well-capitalized securities firm with high quality assets to fund. Given that the 
liquidity pool was sized for the loss of unsecured funding for a year, such a liquidity 
pool would not suffice in an extended financial crisis of the magnitude we are now 
experiencing, where firms are taking significant writedowns on what have become 
illiquid assets over several quarters while the economy contracts. These liquidity 
constraints are exacerbated when clearing agencies seize sizable amounts of collat- 
eral or clearing deposits to protect themselves against intraday exposures to the 
firm. Thus, for financial institutions that rely on secured and unsecured funding for 
their business model, some modification, such as government backstop emergency 
liquidity support, may well be necessary to plug a liquidity gap on an interim basis, 
to guarantee assets over the longer term, or to provide a capital infusion. Indeed, 
as we have seen, such facilities can be necessary even for deposit-taking institu- 
tions. The role of the government in providing any such backstop liquidity should 
be carefully circumscribed, and the effects on incentives considered. 

Another lesson relates to the need for supervisory focus on the concentration of 
illiquid assets held hy financial firms, particularly in entities other than a U.S. reg- 
istered broker-dealer. Such monitoring is relatively straightforward with U.S. reg- 
istered hroker-dealers, which must disclose illiquid assets on a monthly basis in fi- 
nancial reports filed with their regulators. Also, registered U.S. broker-dealers must 
take capital charges on illiquid assets when computing net capital. As a result, il- 
liquid assets often are held outside the registered U.S. broker-dealer in other legal 
entities within the consolidated entity. So, for the consolidated entity, supervisors 
must be well acquainted with the quality of assets on a group wide basis, monitor 
the amount of illiquid assets, and drill down on the relative quality of such illiquid 
assets. 

We currently inquire, through FINRA, about the amount of Level 3 assets at 
broker-dealers, but such information must be known with specificity about affiliates 
in the group as well. A thorough understanding of illiquid assets would be a more 
useful measure of financial health than a leverage metric that is broadly applied 
across a complex financial institution. The SEC has noted on numerous occasions 
that leverage tests are not accurate measures of financial strength, especially in 
firms with a sizable matched book or derivatives business. Leverage ratios do not 
account for the risk or liquidity of the underlying assets or associated hedging posi- 
tions. Therefore, leverage ratios can overstate or understate actual risk due to lever- 
age. For example: a 10-1 leverage ratio involving Treasury hills involves little risk 
of loss; however, the same 10-1 leverage ratio applied to uncollateralized loans 
would be extremely risky, and would not be prudent in a broker-dealer. The same 
could be said of repo transactions involving treasuries versus mortgages. Rather 
than rely on such overly simplistic measures of risk, regulators of financial firms 
have gone to great lengths to develop capital rules that are risk sensitive and act 
as limiters on the amount of risk that can be taken on by a firm. 

While the SEC knew the importance of supervisory focus on illiquid assets, I do 
not believe any regulator truly understood that market perception of the integrity 
of the financial statements, which involves both the amount of illiquid assets and 
the valuation of such assets, could erode so precipitously and ignite a run on a secu- 
rities firm. This brings me to a related point — and lesson. 

A knowledge of illiquid assets also requires supervisors to review valuation thor- 
oughly, and understand how mark-to-market (MTM) is executed within the firm — 
with a particular focus on the strength of control processes, the independence of the 
price verification function, and the disclosures made by the firm on its valuation 
processes. The challenges of valuing illiquid or complex structured products should 
not cast douht on the process of marking-to-market, however. In fact, marking-to- 
market is part of the solution. This is another lesson from the events of 2008. 

MTM informs investment bank senior managers of trading performance and asset 
price and risk factor volatilities, supports profit and loss (p/1) processes and hedge 
performance analyses, facilitates the generation and validation of risk metrics, and 
enables a controlled environment for risk-taking In short, the MTM process helps 
ensure consistency between p/1 reporting, hedging, and risk measurement. Without 
this, discipline across these activities would be more difficult to maintain and risk 
management would be significantly weaker. The act of marking-to-market provides 
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necessary information and can impose discipline on risk-taking and risk manage- 
ment. 

At securities firms and elsewhere, to protect the accuracy and integrity of the fi- 
nancial institution’s books and records and to support the CFO’s attestation con- 
cerning the fair value of the firm’s inventory as of a certain date, an independent 
group of financial controllers verifies monthly that traders’ marks are accurate and 
unbiased. Once the price verification is completed, summary mark review reports 
are provided to senior managers at investment banks which provides insight into 
the composition of the portfolio, as different methods signal different degrees of li- 
quidity, complexity or model risk. Internally, one of the primary aims of the control 
function performed by price verification is to reduce the risk of a position or portfolio 
being mis-marked. Obviously, this risk rises with the degree of subjectivity that may 
be applied to a given mark or position (and gets multiplied by the exposure). Given 
its critical contribution to the integrity of valuation and books and records, super- 
visors must engage fully in understanding the price verification controls at financial 
institutions, ensure that it is well-resourced, has independent authority to push 
back on the business line valuations, and is in ready communication with and has 
the active support and involvement of firm senior management. 

Recent events have proven the limitations of certain risk metrics such as Value- 
at-Risk (VaR) and the necessity of rigorous stress testing of financial models. VaR, 
among other things, assumes certain historical correlations, which may be inappli- 
cable during times of extreme stress. In addition, VaR does not measure liquidity 
or concentration risk. Therefore, a lesson learned is while VaR and other risk 
metrics may be useful during normal market conditions, risk managers and super- 
visors must recognize their imbedded limitations and assumptions and plan accord- 
ingly. That is, supervisors and risk managers must supplement their usage with 
stress testing that incorporates not only likely economic scenarios, but also low 
probability, extreme events. In addition, the market-wide failure to appreciate and 
measure the market risk of mortgage-related assets, including structured credit 
products, has shown that the Basel market risk standards as then in force were not 
adequate. Each is in need of serious improvement. 

Another important lesson is that critical financial and risk management controls 
cannot just exist on paper. They must be staffed appropriately and well-resourced. 
Whether a supervisory program maintains staff onsite at regulated entities, or en- 
gages in frequent in-person meetings, the quality of the program must combine an 
ability to focus and follow up on risk management issues as they develop with an 
ability to gain the attention of senior management of the firm. Within the firm, sen- 
ior management must engage with firm risk managers and support them as an 
independent function. Firm boards of directors must participate actively in setting 
the risk appetite of the firm, hold senior management accountable for following the 
board’s direction on risk taking, and force management to take action, as appro- 
priate. For instance, risk managers should have some degree of authority over trad- 
ing decisions, and any decision by senior management to deviate from their rec- 
ommendations should be documented and reviewed by the board. 

One final observation relates to the challenges any single regulator has in over- 
seeing an entity — in the SEC’s case, sizable broker-dealers — that reside within a 
complex institution with multiple material affiliates, regulated or not, in numerous 
countries. Any regulator must have an ability to get information about the holding 
company and other affiliates, particularly about issues and transactions that could 
impact capital and liquidity. For instance, whether directed by a holding company 
supervisor here or abroad, a poorly capitalized and not very liquid affiliate could re- 
quire infusions from the parent and become the source of financial weakness for the 
entire organization. This could occur while the registered U.S. broker-dealer is well- 
capitalized and liquid. As was true in the case of Lehman Brothers, the bankruptcy 
filing of a material affiliate has a cascading effect that can bring down the other 
entities in the group. Also, in some instances, affiliates try to involve the well-cap- 
italized broker-dealer in their business in a manner that is not prudent. For these 
reasons, and to protect the broker-dealer and its customer assets, the SEC would 
want, not only to be consulted before any such liquidity drain occurs at the parent, 
but to have a say, likely in coordination with other interested regulators, in the cap- 
ital and liquidity standards the holding company must maintain. Our experience 
last year with the failure of Lehman’s UK broker-dealer, and the fact that the U.S. 
registered broker-dealers were well-capitalized and liquid throughout the turmoil, 
has redoubled our belief that we must rely on and protect going forward the sound- 
ness of the regulatory regime of the principal subsidiaries. Nothing in any future 
regulatory regime, or systemic regulator, should operate to weaken the regulatory 
standards of these subsidiaries. 
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Having learned all of these lessons, we at the SEC are focusing on how best to 
deploy our broker-dealer expertise in a new regulatory paradigm. As Congress con- 
siders the financial services regulatory structure, we believe that regulatory exper- 
tise should be recognized and deployed efficiently. For a certain set of large broker- 
dealer holding companies that are not affiliated with banks, the SEC supports a 
program that would permit us to also set capital standards at the holding company 
level (perhaps, in consultation with a holding company supervisor, if any), and to 
obtain financial information about, and examine, the holding company and material 
affiliates. Such broker-dealer holding companies may also have an emergency liquid- 
ity provider (not the SEC). The SEC would determine the universe of broker-dealer 
holding companies that would be subject to parent company capital standards. The 
remaining broker-dealer holding companies not affiliated with banks would be sub- 
ject to material affiliate reporting requirements, similar to the reporting regime 
under Section 17(h) of the Exchange Act. 

Given the recent dialog about systemic regulation, I must note that our experience 
with the bankruptcy filing of a foreign affiliate of Lehman Brothers has dem- 
onstrated the innate difficulties of any multijurisdictional approach to regulation. 
While cross border coordination and dialog is important, jurisdictions nonetheless 
have unique bankruptcy and financial regulatory regimes — and creditors wherever 
they are located shall always act in their own interest during a crisis. Thus, a U.S. 
liquidity provider might be faced with the difficult choice of guaranteeing the assets 
of the holding company globally, or else risk creditors exercising their rights against 
foreign affiliates or foreign supervisors acting to protect the regulated subsidiaries 
in their jurisdictions, either of which could trigger bankruptcy of the holding com- 
pany. These are thorny issues that Congress should consider carefully. 

GAO Review of Regulators’ Oversight of Risk Management Systems 

I want, finally, to mention that, recently, we were provided a copy of the GAO’s 
draft Review of Regulators’ Oversight of Risk Management Systems. Based on our 
review of that draft, I can make a few personal observations. First, I appreciate the 
work that GAO did to review the supervision of financial institutions’ risk manage- 
ment programs across the various regulators and find GAO’s observations about 
those programs helpful. I can also make a few comments about the draft of GAO’s 
review of regulators’ oversight of risk management systems at various financial in- 
stitutions. Staff of the Division of Trading and Markets has discussed these and 
other comments on the draft directly with GAO staff. 

The GAO draft states that banking regulators (the Federal Reserve, OCC, and 
OTS) use a combination of supervisory activities, including informal tools and exam- 
ination-related activities to assess the quality of institutional risk management sys- 
tems. It then describes the securities regulators’ approach as revolving around regu- 
larly scheduled target examinations. This is not, however, an apt description of the 
SEC’s CSE risk management supervisory program. We believe it is important to 
stress that SEC’s supervision included continuous monitoring throughout the year 
of the CSEs for which we were the consolidated supervisor. While SEC staff con- 
ducted formal meetings with firms on a regular schedule {e.g., monthly risk meet- 
ings), SEC staff had continuous contact with the firm. These formal meetings were 
supplemented by additional follow-up meetings to discuss issues further. This often 
led to further monitoring by staff and, if warranted, included cross-firm reviews con- 
ducted by SEC monitoring staff and later SEC inspection staff for CSEs. We also 
received regular risk, financial, and liquidity reporting from the CSE firms, includ- 
ing some information on a daily basis. Particularly with respect to the liquidity re- 
porting, we had frequent discussions, often daily or weekly, with the firms’ treas- 
urers during much of 2007 and 2008. In addition, during times of extreme market 
stress we had on-site coverage as well. While not continuously onsite, the SEC’s ap- 
proach was one of continuous supervision, a point not evident in the draft GAO re- 
port. 

SEC staffs continuous supervision was directly aimed at addressing risk manage- 
ment weaknesses. While we fully understand that SEC’s process for ensuring that 
firms take corrective action was not as formal as some of the banking regulators, 
the substance was the same. There have been many instances in which, based on 
our supervisory approach, firms made changes to their risk management to address 
weaknesses that the SEC highlighted. 

We concur in the GAO’s observation that although financial institutions manage 
risks on an enterprise basis or by business lines that cut across legal entities, func- 
tional regulators may oversee risk management at the legal entity level, resulting 
in a view of risk management that is limited or in overlap in efforts by regulators. 
Under the CSE program, the SEC continued its focus on the functionally regulated 
entity — the broker-dealer — but also assessed risk management wherever imple- 
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mented within the holding company structure. This is necessary in order to gain an 
accurate assessment of the effectiveness of these risk management controls. 

Thank you again for this opportunity to discuss these important issues. I am 
happy to take your questions. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR VITTER 
FROM ROGER T. COLE 

Q.l. How many banks have asked to return TARP funds officially? 
Unofficially? 

A.l. As of April 22, 2009, the Federal Reserve had been informed 
by Treasury Department staff of 16 companies that had formally 
asked to return TARP funds. 

Q.2. Have you told any banks that they cannot return TARP 
funds? 

A.2. The Federal Reserve has established a uniform process to ana- 
lyze and respond to requests to redeem TARP funds by bank hold- 
ing companies and State member banks. This process includes con- 
sideration of the following elements: 

• Whether the redemption request raises any question about the 
company’s ability to maintain appropriate capital levels over 
the next one to two years, even assuming worsening economic 
conditions. 

• Whether the holding company will still be able to serve as a 
source of financial and managerial strength to its subsidiary 
bank(s) after the redemption. 

• The level and composition of capital, earnings, asset quality, 
the allowance for loan and lease losses (ALLL), and liquidity, 
among other factors. 

• Whether management’s capital planning projections are appro- 
priate given the current financial condition and risk profile of 
the organization. 

• Expectations for communication with management and/or the 
Federal banking regulator of the subsidiary bank(s) as needed. 

At this time, the Federal Reserve has not denied the request of 
any banking organization to return TARP funds. However, there 
have been some informal inquiries from organizations involved in 
the Supervisory Capital Assessment Program (CAP) stress test re- 
garding returning funds they received from the TARP Capital Pur- 
chase Program. We have communicated to these institutions that 
such requests will not be considered, and should not be formally 
submitted, until the CAP stress test process has been completed. 

Q.3. What is the process to return TARP funds? Do they just mail 
it back to Secretary Geithner? 

A.3. Institutions must formally notify the Treasury of their inten- 
tion to return TARP funds. Treasury staff then notifies the appro- 
priate banking agency of the request and the agency then com- 
pletes an analysis of the request (as detailed above) and indicates 
to Treasury whether they object to the repayment Treasuiy staff 
has asked that this analysis process be completed within two 
weeks, if possible. If the appropriate Federal banking agency noti- 
fies Treasury staff that it has no objection to the repayment, the 
Treasury Department immediately contacts the requesting com- 
pany and coordinates the details and scheduling of the redemption 
with the issuer. This includes coordinating the exchange of both 
cash and securities, as well as the redemption of warrants, if appli- 
cable. 
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Q.4. If a bank asked to return TARP funds, why would they be de- 
nied? 

A.4. As detailed in the responses to questions 2 and 5, those super- 
visory agencies may object to a request to repay the TARP funds 
if such repayment would raise questions about the adequacy of cap- 
ital at a supervised institution and its ability to operate in a safe 
and sound manner. 

Q.5. What provision of law would justify a regulator or treasury de- 
nying a bank’s request to return TARP funds? 

A.5. Capital plays a critical role in ensuring the safety and sound- 
ness of a banking organization. For this reason, Federal banking 
laws and regulations have long provided the Federal banking agen- 
cies several important tools to ensure that banking organizations 
maintain strong capital levels and that an organization’s capital is 
not depleted through redemptions or similar transactions in a man- 
ner or amount that would have materially adverse consequences on 
the organization’s financial condition or resources. For example, 
under the “prompt corrective action” provisions of the Federal De- 
posit Insurance Act (12 U.S.C. 1831o) (FDI Act), all insured deposi- 
tory institutions are prohibited without their Federal banking 
agency permission from redeeming capital if the institution would 
be undercapitalized as a result of the redemption. The Federal 
banking laws, also expressly require that an insured bank obtain 
the approval of its Federal banking regulator to redeem its equity 
capital,! such as the preferred equity generally issued by banks in 
exchange for TARP funds. 

The risk-based capital rules applicable to bank holding compa- 
nies (BHCs) directs BHCs to consult with the Federal Reserve be- 
fore redeeming any equity or other capital instrument included as 
certain components of regulatory capital prior to stated maturity, 
if such redemption could have a material effect on the level or com- 
position of the organization’s capital base.^ Certain BHCs also 
must provide the Federal Reserve with notice prior to making a re- 
demption that would reduce a BHC’s consolidated net worth by 10 
percent or more.^ 

In addition. Federal law provides the Federal banking agencies 
important enforcement tools to ensure that banking organizations 
remain safe and sound, including by maintaining adequate capital. 
For example, under section 8 of the FDI Act, a Federal banking 
agency may impose a cease-and-desist order on a banking institu- 
tion requiring the institution to take corrective actions if the insti- 
tution engages in an unsafe or unsound practice. ^ The Inter- 
national Lending Supervision Act also provides that a Federal 
banking agency may issue a directive to a banking institution that 
fails to maintain capital at or above the level required by its Fed- 
eral banking regulator, which may require the institution to submit 


1 12 U.S.C. 56 and 59 (national banks and extended to State member banks by 12 U.S.C. 324); 
12 U.S.C. 1828(i)(l) (State nonmember banks). 

2 See 12 CFR part 225, Appendix A, section II, (iii). 

^ 12 CFR 225.4(b)(1). See Board SR Letter 09—04. “Applying Supervisory Guidance and Regu- 
lations on the Payment of Dividends, Stock Redemptions, and Stock Repurchases at Bank Hold- 
ing Companies” for a description of the standards applied by the Federal Reserve in evaluating 
a BHC’s capital position. 

4See 12 U.S.C. 1818(b). 
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and adhere to plan acceptable to the agency describing the institu- 
tion’s plan for restoring its capital. 

Q.6. What changes, if any, to the law would have to be made to 
prevent a regulator from forcing a bank to keep TARP funds? 

A.6. As discussed above. Congress has provided the Federal bank- 
ing agencies several important tools to ensure that redemptions of 
capital by a banking organizations do not materially weaken a 
banking organization or cause it to be in an unsafe or unsound con- 
dition. To prevent a regulator from taking steps to prevent a bank- 
ing organization from redeeming TARP capital when necessary to 
protect the financial health of the organization. Congress would 
have to provide that the safety and soundness laws and regulations 
discussed in question 1 shall not prevent or restrict a banking or- 
ganization from redeeming TARP capital. Moreover, Congress 
would need to adopt a law that specifically prevents the Federal 
banking agencies from taking any action under section 8 of the FDI 
Act to prevent a bank from making redemptions even if the re- 
demption is determined to be an unsafe or unsound practice or 
would result in the institution being undercapitalized in violation 
of law. 

Q.7. What would be possible negative implications of allowing any 
bank/company to give back TARP funds at their discretion? 

A.7. As discussed above, depending on the current and projected 
condition of a TARP recipient, the immediate repayment of TARP 
funds could result in capital levels that are inadequate to support 
the risk of loss at the banking institution and result in an unsafe 
and unsound condition. 

Q.8. Do the regulators have the necessary authority to deal with 
the consequences of TARP funds being returned over regulator ob- 
jections? 

A.8. If a banking organization were to redeem the capital instru- 
ments issued to the TARP over a regulator’s objections, and such 
action constituted an unsafe or unsound practice or violated any 
law or regulation, the appropriate Federal banking agency would 
have a range of options under the FDI Act to address the infrac- 
tion.® For example, the banking organization’s Federal banking 
regulator could impose a cease-and-desist order on the organization 
under section 8 of the FPI Act. Such an order could require the 
bank to take steps to correct or remedy the acts or practices giving 
rise to the order. The regulator also could impose civil money pen- 
alties on the organization if it violated a law or regulation, failed 
to comply with a cease and desist order imposed by the regulator, 
or engaged in a recklessly unsafe or unsound practice. 

The “prompt corrective action” provisions also require the appro- 
priate Federal banking agency to take prompt correction action to 
resolve capital issues at insured depository institutions. The stat- 
ute requires the Federal banking agencies to establish capital re- 
quirements for the institutions they regulate together with meas- 
ures of when the institution would be considered well-capitalized, 
adequately capitalized, undercapitalized, or significantly under- 


sSee 12 U.S.C. 1818. 
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capitalized under those standards. If an insured depository institu- 
tion is undercapitalized, the statute lays out the steps that must 
he taken hy the institution and the relevant agency to address the 
capital deficiency. Moreover, the statue provides that if the appro- 
priate Federal banking agency determines that an insured deposi- 
tory institution is in an unsafe or unsound condition or is engaging 
in an unsafe or unsound practice, the agency may reclassify the in- 
stitution’s capitalization status to the next lower category and im- 
pose requirements on that institution in accordance with its revised 
capitalization status. For example, if a bank were considered ade- 
quately capitalized and is engaged in an unsafe or unsound prac- 
tice, the bank’s Federal banking regulator could reclassify the bank 
as undercapitalized. As a result the bank, among other things, 
would not be allowed to redeem equity securities, would have to 
submit an acceptable capital restoration plan to its regulator, and 
could be subject to restrictions on its asset growth.® 

A bank that is significantly undercapitalized or is undercapital- 
ized and fails to submit a satisfactory capital restoration plan also 
could be subject to a range of requirements or restrictions under 
the prompt corrective action provisions of the FDI Act, such as a 
recapitalization plan imposed by its regulator or restrictions on ac- 
tivities, transactions with affiliates, interest rates paid, or asset 
growth, or other similar restrictions that address the bank’s capital 
situation. 

Q.9. Are you requiring banks to hold capital above the statutoiy 
definition of well capitalized, and if so why? Anecdotal reports indi- 
cate that examiners are requiring an additional 200 basis points of 
capital on top of the well capitalized requirements — is that true, if 
so why? 

A.9. It has been longstanding policy that banking institutions are 
expected to hold capital commensurate with their overall risk pro- 
files. Regulatory capital requirements are designed to establish a 
minimum level of capital that is relatively comparable across insti- 
tutions, and are limited in their ability to reflect an institution’s 
full risk profile. Accordingly, all banking institutions need to un- 
derstand their risks and hold capital commensurate with those 
risks — at levels above regulatory minimums — to ensure overall cap- 
ital adequacy. 

With respect to the composition of capital, supervisory expecta- 
tions are outlined in the BHC Supervision Manual: 

The Board’s long-standing view is that common equity (that is, common 
stock and surplus and retained earnings) should be the dominant compo- 
nent of a banking organization’s capital structure and that organizations 
should avoid undue reliance on capital elements that do not form common 
equity. Common equity allows an organization to absorb losses on an ongo- 
ing basis and is permanently available for this purpose. Further, this ele- 
ment of capital best allows organizations to conserve resources when they 
are under stress because it provides full discretion as to the amount and 
timing of dividends and other distributions. Consequently, common equity 
is the basis on which most market judgments of capital adequacy are made. 

Q.IO. What are you communicating to the examination force on 
these issues of TARP repayment and capital requirements? Please 
provide any relevant documents or training materials related to 


6See 12 U.S.C. 1831o. 
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how your agency is instructing examiners to treat capital. In H.R. 
1, Congress has said the TARP money can he repaid, please pro- 
vide information which documents how your agency is getting that 
legal change out into the field. 

A.10. The Federal Reserve has developed written guidelines for Re- 
serve Bank staff to follow and a Redemption Request Decision 
Memo for Reserve Banks to complete when processing and ana- 
lyzing redemption requests. The guidelines require Reserve Bank 
staff to analyze the sufficiency of an institution’s capital planning 
process and capital levels and ensure that any approvals that may 
be required under Federal or State law or regulation are received 
before the redemption can proceed. The guidelines and Redemption 
Request Decision Memo were provided to the Reserve Bank TARP 
CPP contacts on March 13, 2009, and have been modified as appro- 
priate as experience has been gained with the redemption process. 
The redemption analysis guidelines are consistent with long- 
standing Federal Reserve policies addressing the assessment of 
capital adequacy and the redemption of material amounts of capital 
and direct examiners to consider the factors outlined in SR letter 
09-4, Applying Supervisory Guidance and Regulations on the Pay- 
ment of Dividends, Stock Redemptions, and Stock Repurchases at 
Bank Holding Companies, when evaluating redemption requests. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR VITTER 
FROM TIMOTHY W. LONG 

Q.l. How many banks have asked to return TARP funds officially? 
Unofficially? 

A.l. As of April 23, 2009, six national banks have officially asked 
to return their CPP TARP funds. Four of those banks. Old National 
Bancorp, Sun Bancorp, First Merit Corporation, and TCF Financial 
Corporation have repaid their funds. We do not have a mechanism 
to track banks that may be considering or asking unofficially to re- 
turn TARP funds. However, based on inquiries we have received 
from national banks about the process for returning TARP funds, 
we estimate that the total number, as of April 23, is probably fewer 
than 15. We would caution, however, that participation and inter- 
est in the TARP CPP program has become very fluid in the past 
month as an increasing number of banks have withdrawn their 
CPP applications either before or after they received preliminary 
approval from Treasury to receive TARP funding. Based on these 
trends, a greater number of banks could ultimately decide to at- 
tempt to return their TARP funding. 

Q.2. Have you told any banks that they cannot return TARP 
funds? 

A.2. As of April 23, we have not told any national banks who have 
inquired that they cannot repay their TARP CPP funds. Any re- 
quests that we would receive from the largest TARP recipients 
(those with assets over $100 billion) that are currently undergoing 
a comprehensive forward looking assessment (stress tests) would 
be considered after the completion of the assessment analysis. 

Q.3. What is the process to return TARP funds? Do they just mail 
it back to Secretary Geithner? 



99 


A.3. Banks wishing to repay their TARP CPP funds have been in- 
structed to notify Treasury at CPPRedemption@do.treas.gov and 
their primary Federal regulator of their desire to redeem their se- 
curities. Banks will need to follow their primary Federal banking 
regulators’ existing guidelines governing reductions of capital. Once 
the appropriate Federal banking regulator notifies Treasury that 
the regulator has no objection, Treasury will work with the bank 
to schedule the bank’s repayment. It is our understanding that 
Treasury is executing repayment requests on a weekly basis. 

For national banks that have a holding company, the Federal Re- 
serve Board will be the regulator that formally provides consent to 
Treasury. This is because the TARP securities were issued and 
funds injected at the holding company level. The OCC and Federal 
Reserve, however, are closely coordinating on any such requests. 

In cases where TARP CPP funds have been down-streamed to a 
national bank, OCC approval will likely be needed to allow the 
bank to reduce capital, pursuant to 12 CFR 5.46 and 12 USC 59, 
or to pay a dividend in excess of the amount allowed under 12 USC 
60(b) 

Q.4. If a bank asked to return TARP funds, why would they be de- 
nied? 

A.4. This determination will be made based on the condition of the 
bank and the amount of capital it has in relation to the risks it 
confronts. For example, there could be cases where a bank’s condi- 
tion has deteriorated significantly since its receipt of TARP CPP 
funds and where repayment of those funds could impair the bank’s 
safety and soundness or would trigger the capital provisions of the 
Prompt Corrective Action regime (12 CFR 6, 12 USC 1831o). 

Q.5. What provision of law would justify a regulator or treasury de- 
nying a bank’s request to return TARP funds? 

A.5. As noted above, under Prompt Corrective Action, the banking 
agencies are required to take increasingly severe supervisory ac- 
tions should a bank’s capital levels fall below specified regulatory 
minimums. Those requirements are specified in section 38 of the 
Federal Deposit Insurance Act, 12 USC 1831o, and OCC imple- 
menting regulations, 12 CFR 6. In such cases, the agencies may 
deny a bank’s request to return TARP funds until and unless it de- 
veloped and implemented an effective capital restoration plan. 
More generally, if repayment would result in capital levels that are 
inconsistent with the bank’s overall risk profile or with other OCC 
directives to the bank, such as an individual minimum capital re- 
quirement under 12 CFR 3.15 due to the bank’s risk profile, or the 
terms of a cease and desist order under 12 USC 1818(b), the OCC 
may require additional actions or commitments from bank manage- 
ment before repayment would be allowed. 

Q.6. What challenges, if any, to the law would have to be made to 
prevent a regulator from forcing a bank to keep TARP funds? 

A.6. As described in our answers above, if the OCC objected to a 
bank’s repayment of TARP funds, our objection would be based on 
supervisory concerns about capital adequacy or safety and sound- 
ness. To override those concerns. Congress would have to provide 
in statute that the OCC could not exercise the safety and sound- 
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ness authorities the law currently provides (including the statutes 
mentioned in our answers to Questions 3 and 5) to preclude the re- 
payment of TARP funds, regardless of the effect that repayment 
would have on the bank’s ability to meet its capital requirements, 
on its financial condition, or on its safety and soundness. The clear 
downside of such an approach is that it would deprive the OCC of 
the tools it currently has to ensure that repayment of TARP funds 
does not welcome a national bank’s condition or adversely affect its 
safety and soundness. 

Q.7. What would be possible negative implications of allowing any 
bank/company to give back TARP funds at their discretion? 

A.7. We would be concerned about cases in which a TARP repay- 
ment would cause a bank to become undercapitalized or otherwise 
reduce capital to a level that is inconsistent with its risk profile, 
thus threatening its on-going viability and its ability to meet the 
credit needs of its community. 

Q.8. Do the regulators have the necessary authority to deal with 
the consequences of TARP funds being returned over regulator ob- 
jections? 

A.8. We do not anticipate this will be an issue as Treasury will be 
requesting a “no objection” from the appropriate Federal banking 
agency before allowing an institution to repay its TARP CPP funds. 

Q.9. Are you requiring banks to hold capital above the statutory 
definition of well capitalized, and if so why? Anecdotal reports indi- 
cate that examiners are requiring an additional 200 basis points of 
capital on top of the well capitalized requirements — is that true, if 
so why? 

A.9. The OCC and other Federal banking agencies have long 
stressed that the regulatory risk-based and leverage capital ratios 
(12 CFR 3) are minimums and that banks are expected to hold cap- 
ital commensurate with the level and nature of all risks. As noted 
in 12 CFR 3, Appendix A, section 1(b)(1), “ . . . since this measure 
[risk-based capital ratio] addresses only credit risk, the 8 percent 
minimum ratio should not be viewed as the level to be targeted, 
but rather as a floor. The final supervisory judgment on a bank’s 
capital adequacy is based on an individualized assessment of nu- 
merous factors, including those listed in 12 CFR 3.10.” Among the 
factors listed in 12 CFR 3.10 are: banks with significant exposures 
due to the risks from concentrations of credit; banks exposed to a 
high volume or, particularly severe, problem loans; banks that are 
growing rapidly, either internally, or through acquisitions; or banks 
exposed to a high degree of asset depreciation. 

Many banks currently have substantial concentrations in various 
commercial real estate segments, have been involved in recent 
mergers, or have experienced recent asset depreciation that war- 
rant capital levels above the risk-based capital regulatory mini- 
mums. 

Q.IO. What are you communicating to the examination force on 
these issues of TARP repayment and capital requirements? Please 
provide any relevant documents or training materials related to 
how your agency is instructing examiners to treat capital. In H.R. 
1, Congress has said the TARP money can be repaid, please pro- 
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vide information which documents how your agency is getting that 
legal change out into the field. 

A.IO. We issued internal guidance to our examiners on the TARP 
program, including requests for repayment of TARP funds, on 
March 26, 2009. A copy of those materials is attached. 

Our general guidance to examiners on capital and dividends can 
be found in: 

• The Interagency “Uniform Financial Institutions Rating Sys- 

tem,” where capital adequacy is one of the component “CAM- 
ELS” rating assigned to every financial institution. (See Ap- 
pendix A in “Bank Supervision Process” booklet of the Comp- 
troller’s Handbook {http: 1 1 www.occ.gov I handbook I 

banksup.pdf).) and 

• The “Large Bank Supervision,” “Community Bank Super- 

vision,” and “Capital Accounts and Dividends” booklets of the 
Comptroller’s Handbook. Copies can be found at: http:! ! 
www.occ.gov I handbook I lbs. pdf] http: 1 1 www.occ.gov I hand- 

book I cbsh2003intro.pdf; and http: ! lwww.occ.gov ! handbook ! 
Capital.pdf. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR VITTER 
FROM SCOTT POLAKOFF 

Q.l. How many banks have asked to return TARP funds officially? 
Unofficially? 

A.I. As of May 5 2009, OTS has received official requests by five 
institutions ^ to return TARP funds received as part of the Capital 
Purchase Program (CPP). Also as of May 5, 2009, OTS has received 
one unofficial notice from an institution that may return its CPP 
funds. 

Q.2. Have you told any banks that they cannot return TARP 
funds? 

A.2. No. OTS, as of May 5, has not informed any institutions under 
its supervision that they cannot return TARP funds. 

Q.3. What is the process to return TARP funds? Do they just mail 
it back to Secretary Geithner? 

A.3. An institution that would like to redeem its CPP investment 
will notify its primary regulator of its desire to redeem. The insti- 
tution also notifies Treasury at CPPRedemption@do.treas.gov . After 
receiving the institution’s notice. Treasury and the institution’s pri- 
mary regulator will consult about the request. When all consulta- 
tions have been completed. Treasury will contact the institution to 
discuss the redemption request. Details of the redemption and com- 
pletion of all necessary documentation will be handled by the insti- 
tution’s original Treasury counsel. 

Please refer to the link below for the Treasury’s listing of Fre- 
quently Asked Questions (FAQs) addressing Capital Purchase Pro- 
gram (CPP) redemptions. The linked-to document is also included 


1 The word institutions as used in this letter may refer to both thrifts and thrift holding com- 
panies. 
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with this letter as an attachment, http: ! I www.treasury.gov ! press ! 
releases / reports / CPP-FAQs.pdf. 

Q.4. If a bank asked to return TARP funds, why would they be de- 
nied? 

A.4. An institution’s request to return TARP CPP funds may be de- 
nied by its primary regulator if the repayment of the TARP CPP 
funds would result in insufficient capital and/or liquidity to support 
the operations of a thrift holding company or in an unsafe and un- 
sound financial condition for its subsidiary thrift. 

Q.5. What provision of law would justify a regulator or treasury de- 
nying a bank’s request to return TARP funds? 

A.5. The OTS’s primary statutory authority is the Home Owners’ 
Loan Act (HOLA). HOLA provided the OTS with authority to im- 
pose capital requirements on thrifts as well as supervisory and en- 
forcement authority to contain and resolve problem institutions. 
The OTS may deny a TARP repayment request if it determines 
that the repayment would result in an insufficient level of capital 
and/or liquidity necessary to support the operations of either the 
thrift holding company or its subsidiary thrift. 

Q.6. What changes, if any, to the law would have to be made to 
prevent a regulator from forcing a bank to keep TARP funds? 

A.6. The Home Owners’ Loan Act includes a specific section, sec- 
tion 10(f), that requires notice to OTS before a savings association 
subsidiary of a savings and loan holding company may pay a divi- 
dend to its holding company. There is also a specific restriction on 
dividends under the prompt corrective action statute in the Federal 
Deposit Insurance Act (generally, a dividend may not be paid if it 
causes a savings association to become undercapitalized). In addi- 
tion, OTS has consistently taken the position that it has the au- 
thority to object to a dividend by a savings association based on 
safety and soundness grounds. In order to ensure that the agency 
could not object on any basis to a dividend by a savings association 
in connection with a redemption TARP securities, the HOLA would 
need to be amended to provide “The Director, notwithstanding any 
safety and soundness concerns regarding a savings association, and 
notwithstanding any other provision of law, may not object to a 
dividend by a savings association to the extent the dividend is de- 
clared in connection with a redemption of TARP securities.” 

Q.7. What would be possible negative implications of allowing any 
bank/company to give back TARP funds at their discretion? 

A.7. If an institution is allowed to return TARP funds at its discre- 
tion, without obtaining its primary regulator’s approval, the pos- 
sible negative implications could include a resulting insufficient 
level of capital and/or liquidity necessary to support the operations 
of either the thrift holding company or its subsidiary thrift. 

Q.8. Do the regulators have the necessary authority to deal with 
the consequences of TARP funds being returned over regulator ob- 
jections? 

A.8. We consider this to be a hypothetical question because an 
OTS-supervised institution may not presently return TARP funds 
over the objection of the OTS. Institutions supervised by the other 
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Federal banking regulatory agencies are likewise subject to the ap- 
proval of their relevant primary regulator for returning TARP 
funds. 

If an institution is allowed to return TARP funds over the objec- 
tion of its primary regulator, the possible negative implications 
could include a resulting insufficient level of capital and/or liquidity 
necessary to support the operations of either the thrift holding 
company or its subsidiary thrift. In the event of such an undesired 
outcome, the OTS has the supervisory authority to direct the insti- 
tution to address its resulting weakened condition and to correct it. 

Q.9. Are you requiring banks to hold capital above the statutory 
definition of well capitalized, and if so why? Anecdotal reports indi- 
cate that examiners are requiring an additional 200 basis points of 
capital on top of the well capitalized requirements — is that true, if 
so why? 

A.9. The OTS expects its supervised thrifts to maintain capital 
buffers above the minimum defined amount necessary to be well- 
capitalized, and also expects its supervised holding companies to 
maintain prudent levels of capital necessai^ to support their oper- 
ations. The OTS does not direct its examiners to require institu- 
tions to maintain a “one-size-fits-all” amount of additional capital 
above the minimum defined amount necessary to be well-capital- 
ized. 

Q.IO. What are you communicating to the examination force on 
these issues of TARP repayment and capital requirements? Please 
provide any relevant documents or training materials related to 
how your agency is instructing examiners to treat capital. In H.R. 
1, Congress has said the TARP money can be repaid, please pro- 
vide information which documents how your agency is getting that 
legal change out into the field. 

A.10. The OTS’s Regional Supervisory Staff reviews each institu- 
tion’s request to repay its CPP investment and recommends ap- 
proval or denial of the request to OTS Washington. OTS Wash- 
ington makes the final decision to approve or deny each institu- 
tion’s request and then informs Treasury of its decision. 

The process that the OTS follows in its decision to approve or 
deny an institution’s CPP repayment request is completed outside 
of the OTS’s examination process. Regardless of the OTS’s decision 
on the repayment request, examiners follow required review proce- 
dures that are necessary to determine the capital adequacy of the 
institution. Please refer to the website link below for the OTS’s Ex- 
amination Handbook section on Capital. The linked-to document is 
also included with this letter as an attachment, http:! / 
files.ots.treas.gov 1 422319.pdf 
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February 26, 2009 

FAQs addressing Capital Purchase Program (CPP) changes under the Americah Recovery and 
Reinvestment Act of 2009 


Can my bank redeon Its CPP tnve^ent under terms other ttian tlwse specified hi the orV") 
transacdon documents'^ 

Yes. This attswer applies to ail CPP participants, irre^iective of funding dates hut this does net apply to 
participants In the Capital Assistance Program, announced on February 25, 2!X]9. 

if my bank determine that K umuld like to redeem Its CPP Investment, what is the process? 

Please notify your prtn^ regulator of your desire to redeem. Also, please notify Treasury at 
CPP RedemationiB do.treas.gov . After receiving your notice, Treasury and your primary regulator will 
consult about the request. iMhen all consultations have been completed, we will contact you to discuss 
the redemption request. Details of the redemption and completion of all necessary documentation will 
be handled by your original UST counsel. 

What does the consultation with my primary regulator involve? 

Treasury is working with the four federal banking agencies to determine what factors are Involved In the 
consultation. 

Oin my bank redeem part of Its CPP Investment at tids time? 

CPP participants Wishing to repay part of its CPP investment must pay a minimum of 25% of the issue 
price of the preferred. 

Where should my bank send the money? 

It Is important that you go through the process noted above to get detailed tran^r instructions to make 
sure that all payments are attributed correctly. 

Can my bank purchase the warrants at the time we redeem Treasury’s Investment? 

Yes. This right Is given under Section 4.9 of the Securities Purchase Agreement, which permits the Issuer 
to repurchase the warrants at "fair market value' as defined in the agreement, whfch details the 
procedure for determining this value. Treasury will work with you to facilitate the repurchase process. 
Your warrants cannot be sold to an Investor until you have had an opportunity to repurchase them. 

If my tank does not purchase the warrant at this time, what happens to them? 

If your tank does not choose to exercise its option to repurchase the warrants. Treasury will attempt to 
liquidate registered warrants as soon as possible. 
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My iNink particl|at«d in CPP under th« privet compmy transactkmdeciiinaits, and the mrrants mw 
issu«i to Treasury were ^ercised immediately upon dosing. Cpn we redeem the warrant preferred 
shares at the same time we redeem the original preferred Investment? 

Yes. 


When my bank repays Treasury's Ithmstment, are 



Yes. In the case ofthe cumulative senior preferred, you must pay any accrued and unpaid dividends, in 
the case of the non-cumulaitve senior preferred, you must pay accrued and unpaid dividends for the 
current dividend period, regardless of whether anydivtdendsare adually declared for that period. 
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Capital Stock and Ownership 

This Section of the Handbook ptesents infotmatioQ concerning the followii^ ' 

• Mntual oi^ttikatiion. 

• Mutual holdit^ com(>anies. 

• Sto<4 organiaation. 

• Trtes of capital stock 

LINKS 

£7 PiDgmi • Conversions ftotn mutual to stock organiiation. 

£? AptysdkA 

• Securities and Exchange Commission (SEQ repotting tequltemenls for 
publicly traded companies, 

• Insider stock ttading. 

• Change in control 

• Divestiture of control 

• Contcbuted capital 

• Savings and loan holding companies, 

■ Capiai distributions, 

• Loans by savings associations on its own stock 

• Employee stock ownership plans <®OPs), 

Mutual Orgamization 

Savings aSsodations ofganked as' mutual institutions issue no capital stock and tiietefotc have no 
sracidiQldets, Mutual savings assodarions build capital almost eatdusivdy thtot#i retained earning. 
Mutual savings associations inay receive pledged deposits and issue mutual capital certtEcates and 
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subat#iated dqbsjittares, hcwcver, amtuais taisly use these capital focrns. When a new mutual savings 
assbdalicKi oigahizes^ ceitais founding membets pledge savings for the time requited for foe new 
mutual to build-up capital and operate ptofittWy. 

Baeiqround 

The first savings assodatibns appeared in foe United States in foe fiest half of foe mneteenfo century. 
Savings banks first ai^>eated in Boston and Philadelphia in 1816. The first savings assodation was in 
1831 in Frankford, Pennsylvania, now pan of foe dty of Philadelphia. All thrift type institutions were 
origiaally mutual instituiions. All federal savings associations Wbte in mumal form Bom 1933 until 
1974, when Congress amended foe Home Owners’ Loan Act ^OLA) to permit foe conversion of 
federal mutual savit^ associations to stock fotm. The Gam-St. Getmain D^ository Institudons Act 
of 1982 first authorized foe direct chartering of federal stock savings associations. 

Mutual savings assodatlOns initially were organized by individuals and groups for foe common good of 
wotkmg class individuals and families who lacked foe financial service fiuiiities necessary for foe 
accUmularion of mpital through savings plans and access m credit for housing needs. These mutual 
assOdations greatly expanded in number and locarion throughout the nineteenth and early twendefo 
centuries. Th<^ gmerally wets small associauons, although some evenmally grew m substantial fore, 
mostly in the lat^ dries. Although a substantial number of mutual assodations migrated to stock form 
savings assodations through conversion since foe iijid-t970s, there reirudn a substantial cote of mutual 
^sodarions. As of September 2003, there were over 300 mutud savmgs assodarions under OTS 
supervision and several hutrdred more state chartered savings banks under FDIC supervision. These 
mutual savir^ assodarioits, while generally smaller than foe stock .assodanorrs, omy on foe baric 
inissioa of foe founders of foe thrift movement. The finnnal savings assodations remain dose to their 
cOmmuniries and the immediate needs of forir locaUties for baric banking services for the drizens. In 
general, mumal savings assodations often tend to have hi^ier cajrital levels, somewhat lower earning?, 
and hi^ quality assets. 

Ownwshlp of Mutual Sayings Assodlallons 

The epne^t of ownership in mutual savings assodarions resulted in extensive discussicai and 
subsequent litigation. The courts have determined that mutual account holdeis have CMily a contingent 
interest in foe surplus of mutual savings assodations in foe event of liquidarion. In-ime.-'ftrst .casfe ‘to 
chailciige foe nevdy adopted conversion legolations of foe Federal Home Loan Bank Boatfo York v. 
Federal Home L<^ Bank Board, the court conduded that conversion to a federal stock oiganizarion 
did not deprive foe mutual depositors of property tights. 

Membwrs Rights of a Faderai Mutual Savings Association 

The federal mutual charter grants certain ri^ts to mutual members, which pve them some control over 
the affrirs of foe savings association. All holders of foe savings assodatioft’s savings, demand, and other 
authorized accounts are membets of foe savmgs assodation. The abilty W exetdse controi over a 
mutual saving assodation by its membets, however, is not coextenrive with foe ri^ts of stodfooldera 


1 1SJZ Eumlnatlen Handbook 
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csf ojdiiiaiy eotpoiafions, altiboagh diere are similaiities. The membera pf a federal mirtual savings 
association have die right to: 

• Vote. 


• Amend the chatter, 

• Amitad the b^laivs. 


• Nominate and elect dUtectots. 

• Remove directors for cause. 

• Recjuest special meetings. 

• Communicate with other nvembets. 


• Inspect die corporate books and records. 

• Share pro iala in die assets of the s avings associadon following liquidadon. 

In eoactii^ the, Home Owners’ Ijoan Act pIOLA) Congress genetally left to the (MS , for its 
predecessor, the EHLBB) the authority ^to dotettttine when a mutual savings association's members 
have voting rights. Except for pfovisions telaring tp the conversion of a federal mutual to stock form, 
there is, no statutory requirement that federal mutual sayings assodadons’ members have voting tights. 
Although the charter of a federal mutual savings association dom .grant such tights, it does not sped^. a 
meinbtt vote for all significant cotpotate transactionsi 


In pracrice, members delegare voting dghts and the operation of federal mutual sayings assoaadons 
through the granting of proxies typically given to the board of dftectots (trustees) or a cominlttce 
appointed by a majority of foe board. ' * ' " ' ■’ 


Mutual HoLOiNG Compahies 

In 1987, Congress authorized mutual savings associations and Savings batiks' t6 teotgpnhre diemselveS 
in a holdh^ company sttucture. in which the holding company is owned by die mutual membefe. The 
purpose of this new structatc was to afford all KOC or HDIC-insiiied mumal drafts the opportunity 
to raise capital in an amount less than that requited in a full mutual-to-stock conversion, while retaining 
the: mutual pwnmhip base. A mutual holdii^ company seot^inization permits tm inscitation to raise 
incremental amounts of capital, provided that the mutual holding company retsdns a majoiiqr interest in 
the subsidiary savings association. 

The Mutual Holding Company regulation implcmewts § 10(o) of HOLA. Part 575 authorizes a mutual 
holding company to engage in capital raising actmries. A mutual holding company’s subsidiary savings 
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assbmtion may issue up to 49.9 ^nxut of its stock to peisons otker dban tiie mutual holding 
company. 

AltcmativeJy, a mutual holding company (MHC) may cnate a new suhsidisiy stock holding cottony 
^HQ that would e»st between the MHC and its savings association in a three-tier corporate structure. 
The SHC, like a stock savings association subsidlaty, roust issue at least a majotity of its sharra to the 
MHC and could issue up to 49.9 petjctint of its shares to the public. The SHC must own 100 percent of 
the shares of the saving association subsidiary. 

On August 9, 2002, (TR issued a Final Rule based on the Giatmn-Leach-Bliley Act OTS changed the 
activities BroitatioBs for MHC’s to mirror those appUcable to financial holding companies. These 
chaises enhance the MHC structure as an alternative to M conveisicai for mutual savings assoc^tions. 


Stock Oroanization 

Section 5S22-1 outfines the process for otganiaing a federal stock savings association. Stock 
otganizetion tn^s that management decisions ate subject to shatehoider vote and scrutiny. Stock 
savings associations inust hold annual meetings of shareholders subject to regnlatoty requirements. 
These tequitemeats appear in § 5S2.6 or applicable State W and/or § 14 Of the Secuiides Exdia^ 
Act of 1934 (Exchange Act). Savings assodatiohs that' convert ro stock form &ce shatehoider scrutti^ 
and increased public disclosure requirements if they become a public lepottmg company under that act 


Capital Stock 

Capital stock consists of stock cetdfleates issued to investots (stockholdets) as evidence of their 
ownership intetest in the savings assodation. One or more individuals or any business entity such as a 
paimetship, a trust, or a cotporadon may own the stock. 

Commehn Stoetk 

Common stock represents all the basic dghts of ownership. Common stockholders exetdse their basic 
tights in proportion to the shares owned. These i^ts indude the fbUowingt 

a The right to vote fot the diteceors. 

• The ^^it to share in dividends declared by the boatd of directors. 

• Ihe rigjit to share in the thstribution of cash or other assets, after payment of creditors^ in the 
event of Kquidadon of the savings assodation. 

Saving associations may value capitid stock on their books at a; stated par value. A savings assodation 
wil assign a nominal par value if the stock does not have a pat value. Savings associations account for 
amounts |>aid in excess of Ae pat value as additional paid-in coital. 
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The maricet valae of shares does not coincide with pat vtducs. The inarket price reflects many fitctois, 
indiiding the following; 

• Oyttall economic conditions. 

• Financial healtlt of rite savii^ assodarioa 

• liquidity of Ihfi stock. 

• Competition. 

• Dhiidend policies. : . ■ 

• Growth potentiaL 

• Matket satntation in financial institution issues (^ply and demand}. 

A savings associarion may list its shares on an otganized exchange, or ttade riiem over the counret 
((TTQ. A Sayings association migr act as its own and tcariifet agett If the savit^ association 

hat 5,(W or more stockholdeis, foe savii^ association must adhere to foe SEC ngukdons when 
petfbiming ttansfor agent foncriona 

Among the records a stock savings association must maihtain is a (tigisiiar’s) list of stockholders, The 
list should include foe following information; ^ . ^ ^ ^ ^ 

• Name of holder. 

• Addreas. 

• Nombcl of shares owned. 

• Date acquired. „ . 

• Certificate number(s) hdd. 

• Amount and type of dividend paid each stockholder. 

It is impotrent to promptly record transfers of shares to new owners. Savings assodations, perfodically, 
sEotrid reconcile tite stmiholdet lcf%et vrifo foe genetal ledger control account and foe stodc certificate 
book. 

PmsfemMl Stoeic 

Prefetred stock carries certain, pteferences, such as a prior ckim on dividends, over <y>mmon stock 
Often prefetred stock conveys no voting ti^ts, or only limited voting ri^ts, to foe hoidcis. The 
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smiclM of incoipprsiicai fchiitet) gftvtm special' rights of a piefetied stock issue. The chattering 
authodty^ may also tegulate stotkhoMm' rights. 

Whetha pmfeiied stock is includable in tegulatoiy Ot generally accepted accounting principles (GAAI’) 
capital depends on ira permanoice as a funding source. The status of prefeoed stock as part of cajatal 
also depends os whedier redemption of .the stock is requited to occur onht upon the hquidarion or 
termination of the savings assodatioa. <IJke common stocfcholden. pie&rrcd stockholders have basic 
ownership rights and do not have priority over oeditois in rite eyettt of liquidation. 

jUthou^ fotms of peiririinent petpetual ptefeired stock exist; other pteferred Stock ^pntsuns defined 
redemption terms and consequently it is not as permanent or lot^ term a fiindir^ somce as common 
stock. ' 

Savings assodatiom not subject to federal securities laws finandai reporting teqirirements may make 
financial rqsotts udng Thrift Financial Seport fTwl) instructions and rdy on OTS capital regularions. 
Under 12 CFR Part 567 (Capita^v savings aasoeiarions Include noncumulalive perpetual preferred stock 
in cote capind g567.5(a)(l)0i)). Savings assodaiions include cumulative perpetual fneferted stock in 
supplemental capital g567.5^)(l)^). Supplemental capital also may include certain redeemable 
pteferred stock and suboidinat^ debt issued under. OTS regulations and memoranda. Ef^bility for 
such instruments to qualify as part of regulatory capital depcods on the riming of the redemption and 
other contractual characterisrics. See 12 CFR § 563.81. Issuance of subordinated debt securities ami 
mandatorily redeemable preferred stock. 


SMbehaptor S QprporatioiMi 

Subchaptet S Corpotarions generally reedtve- pais-thfou^ tax treatment for fedetai income tax 
purposes. The Small Business Job Protection' Act Of 1996 made changes to the Internal Revenue 
' diaf atows'finandal institutions, and .their parent holdit^ companies, to elect Bubchapter S Corporation 
sratiis under die Code. The savings assOdarion must'ineet the following criteria: 

« Shareholders may oniy be individuals, certain estates, and trusts. 

• There may be no more rban 75 shareholders and they must all consent fo the''eIectioh of S 
Ccoporation status. 

• There must be only one dass of stock. 

• The savings association must vase (or convert to) the specific charge-off meriiod in accounting 
for bad debts for tax purposes. 


• The savings association must use a calendar year, unless IRS grants permission to use some 
other year. 
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A Sabdhs^ter S. holding company wholly (but not pariially) own, a savings assodatioa that is a 
Subchapter S Coipotation. Thus, holdhig companies and their wholly owned di^ositoty institution 
subsidiaries ate both eiigibk Car S Coqiomtion status. 

Savinj^ assoctations may voluntarily or lavoluntariiy lose that S Cotpoiatioii status, Althou^ there is 
no penalty or direct tax for a tenhinadon, dther a voluntary or an invohmtt^ loss may have adverse 
effects on a savit^ assodation’s capital. For example, tevOcanons may adyet^y affect an association, 
because the association may need fo re-establish defened tax accounts, which aa^ reduce capitd. 

AbrntfuammcapiM 

If an S Corporation needs to tabe capital, its inirial efforts will often ftietri on seli^ addidornl 
common stock to its existing stockholders to preserve its tax statua If existii^ stockholders are unable 
or unwilling to properly capitalize the savings association, foe association wiH ttotma% offisr to Sell 
common stock m Subchafiet S edible investors Ayho consent to the tax eteelion. lie assOdarion 
should seek to Ihnit foe inacease in the number of ks stockholdets to stay within foe 75-sharehoMer 
iimit for S Cbrpoarion. ^ 1 

S CotpotatiDa stodfoolders customardy sign shaicholHei sgteements that prevent them ftom selling 
stock or otherwise ttansfotrii^ dieir stork to ineligible srockholdera. These-agreements tyjuodly rerydie 
a shareholdet'who wishes to sell stock to fost offer foe shares to foe other existing stockholders before 
offering the shares to any other party. As a prerequisite to purchasing an S Corporation's stotk, a new 
investor must sgrec to sign the shareholder agreement 

If the assodarion cannot suceesafuHy increase its capital forc^^ 'fofcSk meins, k ‘Isulsde* cWlet 
. potential investors who may cause , foe association to lose its Sabchaptet S decnon. Akcmanvely, the 
association may have » issue a second class of stock foat anil result in ar> mvoluntaiy. tepninarion of its 
election. In: other case, die assodarion would not incur any tax penaines. because of id cetum to C 
Corporation status. Therefore, an assodarion's tax status as an S Corporation does not pteyent it ftom 
raisii^ additional cs^taL 

Stock CONVERSION 

For mutual savings assodarions, conversion to stock form is another avenue available to raise capital in 
foe equity market 

To fodlitate the conversion process, management iriay contract for foe services of attorneys, 
accountants, appraisers, and conversion manners who have conversion experience. Savings 
assodarions record conversion sales proceeds after deduction of conversfod expenses; In smaller 
offerings, conversion expenses may amount to over ten percent of foe equity taiSed. 

Following is a dracription of various types of conversions. See Part 563b for additional informaiioit 
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Standani Coaveraion 

A ,staada«i cooveison oBers » Source fot ssvinp assodauons, In this foiai, eBgUe aoeoipt 

hbldctj re«ive nontiansfiaabi^ pto-iated subscription to purchase the stock of the cofl-setting 
Savings association before the public offeriog. Savings assodatipns sell shares of the coavetiing 
insdtutiori not purchased by persons vrith subscription rights dither in a public offering through an 
underwriter or by the saving assotdatiqn in a direct community offerii^. 

Submission of a conversion plan accoicling to Part S63b, Subpatt A, is the first requirement before 
effecrir^ a standatd convetsiom .The lesulting savings assodarion must comply with the csqiital 
standards of Part Sfi?. The accounting used Eat acquiring assets and liabilities in a standard conversion 
is generally historical cost of the acquired savings assodarion (pooUng-of-interest accounting. 

Supervisory Conversion 

A supetdsoty conversion pewnta savtngs assodations that M to meet ^redficd capital levds to raise 
additional capital wiriraut government assistance. The lesultii^ savings association inqst be a viable 
entity under Patt S<S3b, Subpatt B. - . 

Any significantly underc^talined SAIF-insuted sayir^ assodatirin will qualify for a supervisory 
conversion unless OTS detetmiries bfiierwise. OTS may permit, on a case-by*case basis, an 
undcrcapitaiiaed savings association to undeitake a supervisory, convMEsion if 'the, sayii^ a^odation 
can demonsttate that a standard conveitsion is not fea^le. , . . 

A savings assodarion may accomplish a supervisory conversion thtpu^ a public or nnnpublie offering 
(that is, the sale of the savings association’s sccariries issued in the convetsioft directly to a person or 
persons) or meiger/convetrion. , 

A majority of the boaid of directois of the convefring savings assodarion must adopt a plan Of 
supervisory conversion that is in accordance with Part 563b. The racmbefS: of the savings assodarion 
shall have no rights of ^proval or pritic^rion in the conversion or rights to the contiiiuance of any 
le^ or bepeficklownerdupintemst in the converted savings adiodarion. . . , 

ilflurger Cunvershm < 

A raei^t conveidon occurs vdien an errisring stock iristiturion or holding company acquira a 
conyctrir^ mutual savings assqdaticm The converting mutual exchanges its sttjck for stock of the 
acquitot OTS Binits merger fonversions to cases involving finandally weak savings tssodarions. OTS 
win also considet tequesK for waivers fiom this general policy for vety small institutjbns, such as those 
with assets under $25 nulHon, for whom a standard eonvetsion is not a viable option. 


REVII^ of eXCHANGE ACT AMD SECURITIES OFFERING FlUNGS 

Under §12© of the Exchange Act, OTS has the powers, functions, and dunes vested in the SEC to 
administer and enforce several sections Of the Exdiange Act for savings assocations. Hie apjdicable 


110.S &c«iiiliiai0oii HmNftoidc 


OfIfB* or Tlirift Ai|Mrvisioii 




114 


Capital V 


SectloRlIO 


sections ate §1 12, 13, 14(a), 14(c),. 14(ti0> 14(f), and 1$ of die Exchai^ jApt sad^l.l^P, ?03, J04,/306, 
401(b). 404, 406, and 407 of Satbanes-oilcy Act OTS is the securities legulatot fot aiil HOLA 
federal charters (both SAIF and BIF members that have riegiseeted securities vrith QT^. la addirion, 
OTS is the securities ^uktot for state dtartered savings assodatioris that have n^steted securities 
with Dl^. The FDIC is the comparable regulator for aS BIF'nisate4 sttue chartered savings banks. 
The securiries of savings and loan assodarions are eacinpt dthn registration under § 3(a)’(S) of the 
Securities Act of 1933. OTS has . promulgated 12 CFR Part 56^ to tequito fedtxa! savings assodarions 
to ngister issuances of securities that are not otherwise exempt firom legtsttarion. 

A sayings assodarion may become Subtect to teporring obligarioiu under the Ekdiar%e Act in one of 
riirCeWayS: ■ ■ . , . 

• Section 12^) of the Exchange Act requires the re^ttation of any dass of a savings 

assodation’s securities re^tered on a national securities exchange - - ■ i 

• Exchange Act cul» generally requite that each' savings association widi 500 or mote 
shareholders and J5 million or more in assets t^tet its equity securities imdet the Exchange 
Act Savings assodarions may satisfy this requirement by filing Form 10 wi& ’OTS. Also; 
savings associations may voluntarily register securities not otherwise requiring tegjsttarion by 
filing Form 10 wirii OTS. 

• Section 563b.530(a) generally requires savings assodarions converting feom the mutual to jdie 
stock fonn to twister the class of securities issued in the conversion under the Exchange Act 
Savings assodatibns may not det^ster such scojiities for tiiree yeais. 

Each savings association, not otherwise Required to report under die Exchwge Act; has special 
tesponsihillries relating to filing of offering dteulais wirii the Business Ttansacrions Division (BTD). 
Section 563g.2 provides riiat no savings assodarion may ofEsr or sell any secairity unless rite offer or sale 
Indudes an effective offering circular. Part 563g provides for t]te declaration of effcqtikcness of such 
offering dtculatS. If BTD dedates an offering citcular effective pursuant to Part 56^ 
associations must make filings pursuaiit to § 553g.lS with OTS. Savings a^pdatioss must malm foete 
filings for at least riiC first ymt during which £c offering drcular' becomes effetMve. These fifihgs 
consist of periodic and cuneiit reports on Forms 10-K, 10-Q, 10-KSB, 10-QSB, and 8-K, as § 13 of the 
Exchange Act may require. The duty to file reports under § 563g.l8 is automarieaity siis|*nd94 
fiscal year undia: die following condition; 

• If ^ the begnning of the fiscal year, (other than the fiscal y^ the offering citcular became 
effective) the .securities of each dass to which the offctiiig oicular relates are held of reconi by 
less than 300 persons. 

In fpi-rain dteumstanees, an exemption &om the fifing requirements is ayailahle. Savings s^odations 
must file oBfering drculats required under Part 563g with both BTD and the appropriate te^ona! 
office. 
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Cuctecdy, ealy a liteited ntiMber^f'savix^ associations have a class of seouities legisteted iisder the 
Exchange Act Thef ase subject to &[change Act cuocat and penodic cqtoidng teqaitemaits and ftiles 
govething a vide tac^ of acdvides. Such acdvides include ptoeqr solicitations, tendet 6f&b,'and the 
aCquisidost of secuddes bf ofScets, thtcctocs, and significant shar^lden. 

BTD and Ae Accounting Policy Division (APD) teview Exchange Act and secutities ofifeang filings of 
savings associations lot compliance vriA the l&ccfaange Act and OTS regulations. The applicable OTS 
regulations are 12 GFR Parts 5d3h, 5(S3c, 563d, and 563g. 

The regonal offices arc responsible for timely review of filings of savit^ assodadons and holding 
companies &r mformadon of supervisory concern. Regional staff Aptdd alert BTD or APD to 
disdosure problems noted dtwing Aese teviOTS. For a mote detailed AsCussion of Ae Washit^toii and 
Re^onal Processing of Exchange Act Filings^ refer to Appendix A. 


Deserl|itlOn Iff niiiigs 

I ^ 

Thm AimumI Retort ff^orm iO-K pf Rpm 10-KSBf 

Savings assodadons must file Ais report aftra Ae dose of a fiscal year. 

the Qaarterly Report (Form 1Q-Q or Fam 10- QSeO 

Savings assodadons must file this report for dach fiscal quarter (except the fourA ^piarter). 

Forms 10-KSB and 10-QSB are public filings filed by a sma,!! ^siness ^undet^SBC R^ulation S-B. 
Under Regulation S-B, a small business filer is generally defined as a company that meets aD of Ae 
foHowing criteda; ■ ' 

• It has revenues of less Aan 125,000,000. 

• It is a U.S. or Canadian filet. 

• Ute entity is not an Investment company. 

• Hie parent cotpotadon is also a small business filer if Ac entity is a minority owned subsidiary. 

A company is not a small business filet if it has a public float (Ae agp:^te maihet value of Ae filets 
outstanding securities hdd by the non aflSlbites) of J25,000,000 or mote. 

The Aniiaai and Quatteriy Reports provide spedfic financial information t^ptcUng Ae sadngs 
association as wdl aa managements discussion of Ae saving^ association’s financ i a l condition. The 
reports also indude a descripdon of matters voted on by securides holders, and oAer relevant matters 
as requited by Ae applicable form and i^ulations. 
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The Annual Repott is due 90 days after the savings associatioa^ iscal.,year aid, and die Quattedy 
Report is due 45 days after die fis^ quartet etld. If a savings assodation qualifies as an acedeeated filer, 
the Annual and Quarterly Reports are due on an accderated basis. As defined by the SBC, an 
acceletated filer is a domestic n^ttu^ Company that has a common equity public float of at least $75 
million that meets the following conditions: 

• It has been subject to the Exchange Act’s reporting tequitcinents for at least 12 calendar 
months. 

• It pteviously filed at least one annual mport 

• The entky is not cl^hle to use forms 10-KSB and 16-QSB. 

"nie following chart sets forth the transinon filing deadlines for the Annual and Quarterly Reports: 


For fiscal years ending 
on or after 

FormlO-K 
deadline after ^ 
fisc^ysa^eind'' 

laMi 

December 15. 2002 

' 90 

45 

December 15, 2003 

75 

45 


.<;• f- 60,.- 

40 


60 

35 


Thm Current Repott O^ohn a-Ki 

Savinyp assodations must file this report with OTS when one of the followh^: events occurs and within 
the foUowii^ time ftames; 

• Any changes in control of the savings assodadon - 15 days. 

* t ^ 

• Acquisidon or dispoddon of assets (of a s^nificant amount other than in the ordinary course of 

business) - 15 days. . , ■ 

• Placing of the savings assodadon in receivership or conservatorship - IS days, < 

• Any change in the savings assodation’s certifying accountant - 5 days. 

• Occurrence of other cVcilrt the savings assodadon deems to be matedaliy important to security 
holders - no dme frame, but widiin a reasonable dme. 


Resignation of directors - 5 days. 
A change in fiscal year - 15 days. 
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BrnmUolml Ownmmhip Rmport* • > . . „ 

- Th» liilMal Statwnwit ef Bwieflclrt Ownerahlp fform 3V 

Persoos who ftill into any of the «3tfi%ories listed below must file a Foiin 3 with 0TS withiii ten tUys 
afte acUevihg such staws. 

• OfBceis (itgatdless of whefiier disown any secatitiea). 


• Directors (t^idlcss ofwhethet they own any securities). 

• Benefidal owtiets of ten peteent of inote of any class of rite’siTihgs assodatfon’s eqtuty 
.securities. 

A StsrtWMMit of Chamw In Banendal OwntsHa af EauH ts SawitHItws (Fem «1 

Ptetrious filets of Form 3 must file Form -4 When a change occurs in the nature or amount of the 
person’s beneficial ownership of the savbgs assodation’s equity securities. Hleis tnust file Form 4 
within ten days aftef the end of the month in whfch a change occun. 

* . r • 

Annual Btetomut of CImumi— In Bon oWclol OwnoraMp tFonn a 

Report annually, within 45 days of the end of the fiscal year, any Other small changes in owncish^. 

Rooofta of Bonoftelol Ownorahlp (Schorililo 13D and adiodulo 1301 

Shareholders must file Schedule 1 3D within ten days of the acquisition of benefidii owheiship of Mote 
than five percent of any dass of equity securities. Any material change in the facts of the statement 
requires that the shareholder promptly generally wiriiin business 'dayS of the niiiirial chari^) file 
sm^nendment , . , , ■ 

. Mqtad fiinds and oritet iostiturions riiat invest finds or Manage portfolios for benefidal owners, must 

fflfiSdiednlelSG; Filers must file Schedule 13Gwiito 45 days after the end of rite cajondariyear. . 

Sh^olders must file 130 and 13G reports wi* the savings assodarion, OTS, Each ^charige where 
the savii^ assodarion’s securities trade, or to the National Association of Secunties Dealers, Ine. 
(NASD) if the National Assodatipn of Securities Dealers Automated .Quotation System NASDAQ) 
quotesthe stock. . , 

In reviewing Fotms 3. 4, anil 5 and Schedules 13D and 13G, BTD attorneys watch for issues relaied to 
Part 574. the potendai for hostile takeovers, and possible trading on insider inferinatibn. Yon should be 
alert to these possibilities and alert appropriate OTS staff to relevant infoimatioo. 
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other tViies of Beneficial Ovmership .. . , 

Persao; may om d!iec% assy stock bdd in tbrit- otvn name, or the stock may be heM by > bank, 
broket, or nominee in “street name” Sm dieir account Under the eohvtntistt of tekfing shar^ in sifeet 
name, a broket ejaxutts the trade and holds the stock in the nane of diebtokcta^ firm ot a nominiee. 
The savings associatkin, thten^ the shareholder ^!^stiar'^ ledger, is t^wate of the imhvidual 
initiating die transaction, lliece are no rules governing the disdosure of ovsetship hdd is street name 
except for the thieshotd. tepoifingteijuircnients described above. . ... 


Pcisons ate the henefidal owners of any stock that they have the tight to acquhe thtough &e execdse 
of presently exetdsablc options, induding options granted dirough a stock option plan. Indirect 
beneficial ownetship indudes stock hdd in the name of another person ^ bftcause of an t^tmnent or 
tdadonship, a person obtains benefits substantially equivalent to those of ownership. Such benefits 
fadude the dg^t to lecdVe income and the tight to control ttansfer of die stock, fat example, a peison 
generaBy is the benefidal owner of stock in the ioBowing situations: 

• Stocfchdd by certain family meinbets, such as a spouse or minor children. 

• Stock owned as trustee, where, die person or members of the person’s immediate fiftnily have a 
vested interest in the income or prindpal of the trust 

• Stock held in Bust fist which dte person ft' a benefidary. 

• Stock erwned by a partnership of which the peoon is a member. 

• Stock owned by a corporation diar die petadn controls. 

Pna^ mtd 

Exchar^c Act Regulattons 14A and 14C tcqi^ die filing of prdiminaiy copits of iUl proxy 
odii^ g c^frfting matetbls, and Informatiofi Statements. Savings ftssodadons must file dds 
OTS at least teii calendar days prior to the date of first sending ot giving 'such inforini6cjh‘ to 
shareboideite unleSs die matetials tdate to die merger ot acquisldoc ^ die as^odadon. Sail^ags 

must filc definitive oopics of the above matcdale ■with OTS no later dian the date of 
sending or giving sttehinfottnation to sharehold^. ^ 

In certain dteumstatiOcs, savings assodadoiw must provide an Information Statrm^t Aat contains Ae 
inlormadon specified by Regulation 14C under dte Exchange Act In those insianccs ’odwte a savings 
assodatiem plans corporate action, die Excbai^ Act requires the filing of an Information Statement 
The Information Statement may relate to an annual meeting, a spRial meeting fiistes^ of an annual 
meeting, or a wri tten consent Instead of cither an annual or spcc^ meeting diat includes election of 
dircctois. This is a requirement even where there is ho solicitation of proxies. The corporate action may 
occur ridict at a mgf^ g of die savings assodation’s security holders or by written audiorixatioc or 
consent of such holders. 
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Aimual R^HKt to 

Savings assocBdons must mail to shatchDlders csopies of the Annual Rejjort to SharehoHets. Savit^ 
assodaODiis mail the Auntal Report to Shareholders with, or subsequent to the mailii^ ether proity 
soltduition materia! or in Information Statement 


Insider Stock TiUDiiia 

Hirae ate substantive limiuinons on the ability of savings association directors, officers, and ten percent 
shareholders te trade in die sayings assopianon’s stock. Generally, any profit fealiaed ftom any purchase 
and sale of Sale and purehasc of diq savings assopkaon’s stock within, a six-month period (short swii^ 
trade) is subject to lecaptute. ffither the sayings association or foe savings association’s stackhoidcrs by 
filing suit on its bebalf (15 USC § 16(b))may8eek tecapture. The rule provides a tigoroira guard against 
misuse of confidential information by insiders. 

ftuthcrmore, die Exchange Act generally prohibits directors, officers, and Bin percent stockholdeis 
ftom making any short sale of dieir savings assodadon’s stock, niat is, any sale of stock that the seller 
does not then own. The Exdiange Act also requires that directors, officers, and 10 petcent 
stockhcMets ddivet to buyers widun 20 days my stock they sell. Altetnadvdy, the Exchange Act 
requites the depositing in foe mail within 5 days any stock sold by directors, officers, and 10 percent 
stodfooldets. 

in addition. Rule lOb-5 under the Exchange Act (17 GFR § 240.10b-5) ptohibiis a person hotn treding 
any stock using material inside, ittfotmadon. Inside information refors to material information not 
available to foe public in general The rule also prohibits a person in possession of maKaial nonpublic 
information fiOm. selectively disdosing diis. information to ofoers (tipping) and generally bats foe 
rippees (persons who -may have recdved such nonpublic infeymation) ftom trading on such a tip. 
Infoimarioniis material for diis purpost tf a reasonable investor would considet it importmt in teaching 
an investment decision or would attach actual significance to die information in paaking foe dedsion. 
Thus, sayings assodatipii officers, dkcctots, and others in possession of matefifd inside infortnation 
must not trade in foe savings assodatioti’s stock until foe information ia available to foe invesiii^ 
public. Managers must not make any disclosures .of material informarion to selected petsons without 
concurrendy tdeasing foe information to the public. 


Chanoe in Control 

Ri^uktors have concerns about foe control of a saving asspdarion's voting ri^tp because a change in 
control may influence foe direction and operating policies of tire savings a^odation. No pdson may 
acquire control of a savings association throt^ a purchase, assignment, tiansfet, pk^p, ot other 
disposition of voting d^ts of such ssyings assodatien wifoout CfTS approval This Indudes foe 
individuid acting diteedy ot indireaty, or through Or in concert with one or mote other petsons. 

Companies that seek to acquire direct ot infoiect control of a savings assodation must also seek OTS 
approval pursuant to § 10(e) of foe HOLA before foe acquisition of control. Companies may act in 
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conceit utith indh&iula at odsci. companies to acquire contiol pf .9 .$avi^^^Si^attop, OTS njlcs^on 
acqmsitioQ of comzol of savii^ assodations ate in 12 CFR Ite 574. Sen Applications Handbook 
Section 310, Chat^ of Qjnttpl and Secdon 320, Bebuitals of Conttol fat a mote, deoifed discusdoa of 
changes of ionttcd, tebmmds of eonttol, and acting in concett 

Section 563.tSl contains special notification tCqtdiements that adienevet a change occuts in the 
outstandiqg voting t^ts tiiat tnO tesvilt in conttiol (or a change in cointo^ of any inutual savings 
association. The president or other chief executive ofiScet must aqjortfsuch Sets to fhc OTS. Th<^ 
shquU file the report ttithin 15 days of didr knotdedge of such change. 

Section 563.183 requiira the saving association totile a teportvihenevBr'thete Is'a diai^ in control of 
any savings association ot holding company and there is also a changcoi replacement of the chief 
executive officer -within a specified time. 

The president ot other chief executive ofifithr must file a report when a Change in control of a savings 
association ot holdii^ company occurs concurraitly -with, or -within 60 days after ch- 12 months befote, 
a change or replacement of the chief executive officer. (A change in control also mand«es fifing Fottn 
8-K for a saving! association ot holding company subject to public repotting requirements of the 
Exchange Arc) 

The presHent ot othet thief executive officer must report to OTS whether a change in Own^faip or 
other chai^ in the outstanding voting rights under §§ 563.181 or 563.T83 will result in control ot a 
change in control of the savings association or holding company. Section 574.4 oudines the emtditions 
undin which an acquirer possesses cotitroi The tt^pilation also includes conclusive control 
dctentiinations. 

Section 563.181(c) states the conditions that -will require a nqmtt fi»rn a mutual savings assocuition 
president of CEO when there is a srficitarion of voting fights of the savings assodarion. If a solidtation 
is of a continuing nature, it is necessary to file a neport only when the Sedidtation begtis. The report 
should indicate foe continuing nature of foe sofidtation. No fiirfoet reporting is necessary unless or 
until there is a change in the solidtot. 

The president or CEO of the savings association or foe holding company should file foe report 
requircid under 12 CFR 5§ 563.181 and 563.183. Under 12 CFR J 516.1(c), they should send an Oti^ 
and two copies to foe regional office. 

Saving associations must provide a business plan with each of foe following, applications: 


• Approval of change in control of a stock saving association, 

• Qiange in control of a mutual savings assodation. 

a Chan^ in or replacement of foe chief executive officer. 

Willful violations of §§ 563.181 and 563.183 may be subjea to hatsh enfotcement action, including dvil 
mon^ penalties. If you discovet sutfo activity, you should retnind sayings associations and savio^ and 
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loan lioMu^ comi«iiies of these tqpoihi^ teqairements. Savings associations and savings and loan 
holduig companies ^ to tesoive anf doubt tngudii^ the necessity of filing by submission of a tepott 


llefiUlpATOilV COMSIDERATIONS 
Dlvestltura of Goifirai 

Section 567.13 requites that any acquirot subject to a capital niaintenance ob%stion must pve poor 
■written norite to OTS if the acqaitdr proposes a divsstimre of the saving assodafion. 

After receiving the norieci QTS has 9Q days to conduct an examlnarion of d« savings assqriarion. OTS 
detemiines the extent of any capital deficiency and communicates the results to the , acquiror. If rite 
examination indicates that no deficiency exists, the acqoiior may divest control of the savings 
assodarion upon recelvii^ written nodce of theexamination results^ 

If a capital defidency does exist, any acquiror subj^ to a capital maintenance i^eement may only 
divest a savings assodarion if they provide OTS with a capital infusion agreement. Such an agreement 
must provide tluit the aequirot w^ infuse., the savii^ assodarion 'Wirit the amount necessary to remedy 
the defidency. Further, the acquiror must arrangeC’fm paymeift, Sarisfiicfory to OTS, of otheiwisCsarisfy 
the defidency. If the acquiror provides OTS with a sarisfactoxy agreement before the completion of an 
examination made to detennine the extent of any capital deficiency, It may proceed. tt> divest control. 
Also, the acquiror must arrange fur payment, sarisfactoty. to OTS, to ensure payment of any deficiency. 
Alternatively, the acquiror may itnmedktely ssdsfy the defidency. 

Contributod Capital 

Savings assodarions may accept without limit rite following cajrital contributions; 

• Cash. 

• Cash equivalents, 

• Other high quality, marketshle assets provided they are otherwise permissible for the savings 
assodarion. 


Sa'rings assodarions may accept other forms of contributed capital if the assodarion receives prior OTS 
Regional Director approval hi considering whether to approve a contribution of thpital, the R^ioiml 
Director will consider the following criteria; ■ 

a The assets ate separable Kid capable of being sold apart from the savings assodarion or fixim 
the bulk of the savings association’s assets. 
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• The mingi assodetiOfi has est^Iished an independent matlcet valiie of the assets and 
demonstnied that such assed ate likdy to bold tbdt m^tet value id die fiitote or that the 
association has established a process for periodic, independent revaluation tif the assets. 


• The savii^ association has demonstrated that a madtctcidsts b>r die pssetS. . - 

• The ttansaction is in a>ni|diance vtitii the tequirements of 12 CFR § S63,4h . .. 

• The Gnandal condition and adequacy of capital of the savings assodation. ' 

Generally, the Regtjnal Bireetor will not approve noncash capital contribatiOns that do not meet' the 
above criteria or riiat constitute more than 25 percent of coital prior to the proposed conversion, 
unless good cause is ddnOnsttated. 

Noncash capital contributions in connection with permission to oiganiac applications or plications 
under 12 CFR Part 55^ will be evaluated putsuant to the criteria established for those application 
reviews. 

Savings and Lean HoMIng Companies . 

OTS te^ation, 12 CFR 5 584.1, requires savings and loan holdp companies to file Ppm 
with the iq^ropriate legional ofEce. 

Holding companies with securities registcied with' the SEC under the Exchange. Act must attach certain 
SEC eiings to the H-(b)l 1. For example, the H-^)ll must include the fbUowing infomiatira): 

• Proxy material filed with the SEC. 

• Hie SBumal report on Form 10-K. 

• Current reports filed on Form 8-K. 

• Any prospectus filed in connection with the public offering of securities. 

• SEC reports not excluded by request of rite OTS regional office. 

Capltai DIatribliff ons 

A savings association is permitted to make a distribution of cash or other psoperty subject to 12 CFR § 
563.140. WheAer a savings association must file a notice or application wtA OTS depends on wheAet 
Ae capital (fistribution 611s within certain criteria. Section 12 CFR 563, Subpait B - Capital 
Distributions provides giidance on capital distiibutions a savings assodarion. Federal Deposit 
Insurance Corporation hnprovement Act (FDICIi^ % 38 prohibits an insured institution ftom taking 
certain actions if, as a result *e institution wouid fiA within any of the three uadctta^italiaed capita! 
eateries. The prohibited actions indnde Ac following! 
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• Declare any dwidends. 


• Make any other capita! dismbntion, 

• Pay a mani^ment to a controlling petson. 

See 12 CFR | 56S.4(b) and BzatHioadon Handbook Sctdon 120, Gaptal Adequacy, 'for guidance 
te^itding the cafiital eateries.' 

A sayings associatioB pettmtted to make a capital disttibudon lindet the prompt cotreCike acdon 
regulations may do so in accordance with 12 CFk Part 563. Hie capW disoibudon regulation 
incorporates FDIClA’s capital distribution requirements and imposes other limitations comparable to 
those applicable to national banks. 

Subehaptmr S maoibutionm 

Disttibutions by a Subchaptet S Gotpotation ate dividends fiat irgolatoiy pulses, includii^ prompt 
corrective action. This includes distributions mtended to cover a shaicbold^ s personal tits liability for 
the shateholdCf’s ptoportionate share of foe taxable income of foe institution. 

OTS may resttict such chstributions to shareholdets in amount or prohibit tivcm in some instances. 
There may he some cases where the amount of dividends that shareholdets would need to receive to 
pay their personal income taxes would exceed foe amount of dividends allowable under 12 Part 
SlW, Subpatt E - Capital Distributions. It is also posriUe for an association to be generatir^ taxable 
income m a period when foe association is iepotoi^ a loss, or nominal income for tiiianc^ repotting 
purposes. This situation can arise,, for exaitqie, when an assomtion takes a lai^ ptovision for loan 
losses because of credit quality pioblems but has riot yet Charged off specific Iwms. 

Loans by Savings Association on its Own Stock 

foltsuant to .The Financial Regulatoty Relief and Economic Efficiency Act of SOOO (FRREEA), OTS 
now prohibits savings associaticins &pm malting loans of discounts on die security of the shares of timir 
Oym capital stock- Since rep ay ment of foe loan itiay require foe association .to take title to foe coUatetal 
and reraarket it, OTS considers such action an un^e and unsound piactice, pariiculariy for an 
assodation that qmnot easily remarket its stock. Prior to FRREEA, OTS did not prohibit savings 
asBodarions fipra making loans on its own stock. 

The statute allows a savings assodation to make a loan or discount on foe security of foe shares of its 
own capital stock if it aeqeto foe stock to prevent loss upon a debt previously Contracted for in piod 
faith. Saving s^sodations may also take their own stoyk as adfotional collateral in ‘'work-out” 
situations; 'Diis provides lenders udth greater security against default and enhances foe safe and sound 
operations of a lender. Savings associations may own or acquire shares to reduce capital 
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Employee Stock Ownership Plans 

It is customaty^ for a significant holder of a savings association's sharw to be an Employee Stock 
Owneiship Plan (ESOP). An ESOP is an employee benefit plan. The Bn^tejwe Raifanent income 
Security Act of 1974 (HUSA)- and the internal Revenue Code (IRC) of 1986 describe an ESOP as a 
stock boims plan, or combinarion stock bonus and money purchase pension plan. fiSOPs iniRSt 
primarily in im employer's stock, generally by using tax deductibie contributions made to the ESOP 
under the terms of the plan. Other pension plans normally limit the amount of rite plan’s, assets 
allowable for investment in the employer’s seeurides. 

Federal Illarion enasurages the use of ESOPs to help achieve two, .ma)or.obieciives; 

• Brcadenkig stock ownership of corporations by employees. 

• Providing corporations with an additional source of capital funds. 

■et-< . .1-".'' • 

A plan and trust ate the vehicles used to establish an ESOP. Tlic tmstee is typically a financial 
intriturion. Them are oyer 100 savings associadons vdth trust powers. A sayings association with 
powers can be the trustee for its own IKOP and toe ESOPs of Other employers. 

Afier the establishment of the plan and die trust, the cn^loyer petiodicaBy contributes to the ESOP. 
The ESOP uses die contributions to pufchasc stpek of toe employer and to pay adminjsoatiyc and 
other expenses. 

A common form of tots type of benefit plan is toe iCTeraged ESOP, whereby toe sponsoring company 
forms a tax-qualified ESOP trust. The ESOP then borrows funds tom a lending insrimribn to acquire 
shares of toe employer’s stock. The stock may comist of outstanding shares, Treasury shares, or newly 
issued shates. 

The debt of toe ESOP is usually obUatetaluied by the pledge -of tou tockto toe lender. (Abo,* tot;® , is 
either a goamntee or a commitment tom the employer to make future contributions to toe ESOP 
sufficient to coyer toe debt service requirements. There is a prohibition on toe use of guarantees during 
a conyerwon. In leveraged ESOPs, the employer provides contributions to repay toe debt and pay 
admlniattadvc expenses associated with the plan. ' , 

A suspense account under toe control of the trustee of the plan usually bolds the stock Sharits. 
Employees re£«ve ccedit to dietr individud account when the trustee rdeaseS shares tom toe suspense 
account. The trustee releases shares torn the suspense account as the ESOP repays the loan. 

An ESOP must be tax qualified in order for the corporation’s contribution tp dw plan to be tax free. 
This means toe plan must meet certain tequitements specified by Ac Intfcfnal Revenue Code and is, 
toetefote, subject to dS examimttion. These requirements pertain to partidparipn, vcstii^ distribution, 
and other rules desired to protect the interest of die employees. 

Recognition of a defetted tax liability may occur if a savings association contributes mo® than the 
m aviwiinn percent^ allowed for deduction in toe current yejir. This allows for an inter-period tax 
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^ocatran in a fiittue year. Puitherv ESOPs allow fot ac abovte the lae dedacdon fot'fe(iei^Mi^'i;ne tax 
putpo^ Tlhis aaisists of a pte-wx deduction for employer contobudons to the ESOP. "nie deduction 
indudes both the pdndpal and interest on the loan. jUtematively, if the ESOP is non ioieiaged, a 
dedacdott is -ailow!^ for the contiibadon op to a certain mazimum. The net effea of this ttansacdon 
is a foduction in opefaddginchme forthe tax year. 

An ESOP also may be a non-taX'^halified pka; foe cotpoiadofi> dmply teedye no tax benefits as a 
result Attfsedon or refcntion of tey, highly compensated individuals oftoi involves the use of non-tax- 
quaiified ESOPs. .1 . 

An ESOP is subject to dte provisions ERISA and is consequendy subject to foe rules and rcgulatidns 
promulgated by foe DejHUttment of ihbot 

ESOPs provide foe foilowitSg benefits: ' ‘ 

• Emfdoyees can acquire stock ownership in foot employer without having to invest that own 
binds. 

• The employer can use foe ESOP to genecate addidooal capital with tax-deducdble doUats. 

• Shareholders of a dosely hdd coipotadon may benefit ficom creation of a larger market for focir 
stodn 

Federal savings assodadons have foe implied aufoority to establish ESOPs, as they have the aufoodty 
to compensate foeit employees. State-chartered saidngs assodationk also appear to possess foe implied 
aufoority to establish ESOPs. This question, however, is a matter of statc-bw; -'nus also hoWs true fot 
httidii^ companies. 

A savings association must estabHsb and operate an ESOP in a safe and found nianhcr. Sadn^ 
assodadons establishing employee pension plans must satisfy certain requirements specified' in 
§ 563.47. Such requirements concern funding, amendments fot cost of living inereases^ and 
ttiminatiDii. In addition, there are recotdkeepii^g requirements for plans, not subject to -foe 
lecotdkeeping and ttpordng «<luirements of .EiUG£5 and the Internal Revenue Code. The rule is 
applicable to KOPs formed' by service cotpotations as wdl. ' ■ ' 

A emdogs assodation, another finandal institution vrifo trust powers, or a service corporation may 
administer or act as a ttustee for an ESOP. Some savings assodadons have service corporations foat are 
separate trust companies; when this is foe case, ESOPs are .typically trusteed by those service 
corporations. 
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Regiilaloiy Restrleflons and Issues 

Comnerskm* 

CrcMion aad structuring of ffiOPs frequently occms dutii^ qqmretsions. tlictc arc a number of 
teaaona to estaUish an ESO?, for cxsunple, to tewatd employees or m serve as an anri-takeovei device. 
Discussioa of three issues of particular interest relating to ESOF$ follows: 

• An ESOP may purchase no mote riian ten percent of the stock offered in a conVetsiOn. 

• timitadons exist in a conversion as to the amount of stock that.an.individual may purchase and 

as to the amount of stock that management as a gtoup mayipurchase. An Individual’s stock 
purchase fimitations do not include stock held in an KOP. There is no :^gr^tiaa of the 
individual and ESOP stodc holdings. Stock held in an £SQP that is a management reco^tion 
or retention plan is npn-iax-qualified. You should include stoA. held in a nou-tax- 

qnafified ESOP t^en detettnintag the overall . limitariott for management purchases of 
conversion stock. 

• OTS conrihues to prdhibit a savings assodarion, during a convetsion, from extending its own 
credit to finance the funding of any employee stock benefit plan. OTS also pndiibits a 
convertii^ savings association fiom guaranteeing the debt incurred by die ESQP when it 
borrows from another leading instimtiOo. The major Ot^edtive of the convetsion process is to 
raise new capital To permit a savings assodarion to extend financing or to guarantee debt of 
the ESOP would he inconsistent whh that cdijective OTS requires a savings assodarion to 
service the debt of dm ESOP and reserves dm ri^t to disapprove a plan diat is unreaBsde 

• subject to the provisions of ERIfiA. 

TnmmcUpn* with Ainitates 

Savings.assodatioiis are subject to 12 CPE § '563.41, which incoipotates die Federal Reserva Board’s 
Regnlarion W (12 CFR Part 223). These tulea restrict and prohibit certain ttansacdons with affilfectes. In 
many cases, ESOPs are affiliates because .the trustees arc also .directors, partners, of trustees of the 
savings assodarion or its holdiqg company. In some cases, an ESOP is an affiliate because of ocher 
control For example, the ESOP may owti, control^ or have dic power tri Vote 25' percent 6f a.clkss of 
voting, securities of the holding toic^iariy or sayings association. If the ESOP is an affifiatc, die saving 
assodarion may not liiake a loan, guarantee, or odier exfensiop of credit to the ESOP. This is because 
the qoltoteral rsquireroents of § 563.41 (t^ would be difficult, if not impossible, tomed. The secunties 
issued by an affiliate of the association ate not acceptable as collateral for a loan or extension of credit 
to, or guarantee, acceptance, or ietter of credit issued on behalf of die affiliate. 

Despite this limitation, the funding of most ESOPs docs not raise concerns. TypicaEy, most ESOPs 
receive funding by a loan or guarantee from the holding company, as exposed to the sadngs 
assodarion itself. A loan by the holding company is not a covered ctansactian under the affiliate 
regulations:. Refer to Handbook Seerion 380 for frirdier details pn Tfan5acrioos.wilh Affiliates. 
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CtHimMm$Hsa wHH ERlSA 

ERISA imposes asnapfex lecpiiieinenis upon sayings assodations acting as trasttC or in other fldudaty 
capacities for ESOPs, and seyete penalties can result fa>m stalutotjr yioiatiacs. In addnfon, the spings 
association, as the employs: or plan sponsor of its own employees* retirement plan, is a party in interest 
fmrsuant to ERISA. This is the case whether or not foe savii^ association is the trustee.- Almost 
without excepri^on, all ttansactions itwolying the-ptnehase or sale of an asset of foe plan to or from foe 
savings assodation, any afSIiate, ofSca, or employee are subject m foe provisions of ERISA. There are 
only certain narrowly defined oeemptions. Ihe plan sponsor or its attounistrative committee may be 
subject to apotting, djsdosute, and plan design reqdremeots, IheiB are also a nvraiber of other 
tesponsibilitics under ERlSA.if foe savings assodation is acting as trustee or in a fiductaiy or similar 
capadty. 

RISK to BWInan AMocInMoii m Bwpliw wr ar Wtion Acting a» Ttnlaa 

Most of foe tespondbility for administration lies with foe trustee, and there consequently fa little risk to 
foe savings association vfoen it uses an outside trustee. However, the plan and ttust establishing the 
ESOP stipulate foe respective tights, duties, and oblations of foe employer and trustee. For example, 
foe trustee has a fidudaiy responsible.to -piutect foe assets of foe ESOP- ^hen a board member acts as 
trustee, a conflict may occur. A board member-may :be privy to an event that will drasacalh: affect foe 
employers’ stock price. The trustees’ fidudaty responsibility to the ESOP requires an action to protect 
and preserve foe assets of foe trust; however, fois same person (board membe^ is pohibitfed firim 
trading the stock based on indder information. The emptoyer.may be subject to liabihty under ERISA if 
it violates any of its duties or obligations. 

AcquMtion of Control 

No company may acquire control of a savings association or holifing compaiqt without t^ prior 
wririen ^ptoyd of OTS. An exception under 1.2 GPR § S63(c)(l)(vi^ allows an ESOP to acquire upto 
twenty-five percent of a saviic^ association’s stock. 

Vahiaaon ^ Sovinj^ Assadatl^ Stock 

Shares of a publicly held savings assodation where fitir imucket value is lecc^piaable in an activdy 
traded market generally do not raise problems. Difficulties may arise with dosdy held savii^ 
associations; foe stock fa not marketable and the ESOP cieates but a limited market IRS Ruling S9-<S0 
outlinm iriajor prindples of stock valuation; one .of foe prindples requites foe use of an independent 
appraiser. 

Bepurt^am UabUHy 

At separation or retirement, employees gcnetalty want cash for their shares of stock. The law requires 
an employer to redeem the shares if foere fa no readily available market for fomi. The issue of cash 
availability can become a critical one fot a smaD, privately hdd savings assodatioa The ESOP 
repuichase Habiliqr fa foe savings assodarion’s continuing obB^tion to repurchase ira stock ftom 
former ESOP pattidpants and foeit faetiefidaries. The savii%s assodation should petfottn a careful 
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analysis of the magnitode of the obH^on and include it in die financ^ p^cuBug ^tocess if necesSaiy 
to ensuie that cnot^ cash is availabtis. 

Accounting 

The present accoundi^ for ESO^ o^es from a project undertaken by die Accounting Standards 
Execudve Committee (AcSEQ, wbich resulted in Statement of Eosiddn 93-6 ^OE93-6, Employets’ 
Accounting for EmtAsyee Stock Ownership Plans). This SOP pirmdes guidance on efaployetss* 
aecountii^ 6x ESOPs. The SOP Bp|dies to ali employets with ESOPs (both leveraged and 
ttonlevetaged). It does not address tepotting by ESOPs. There is a discussion of fin a n eb j tepordc^ by 
ESOPs in the AICP A Audit and Accounting Gmde: Audits of Employee Benefll Hans. 

The necessity for SOP 93-6 is due to the great eapansiOn in the number of ESOPs, dieit increased 
complexity, phis revised laws by Congress conceraing ESQPs. foe Innanal Revenue 

Service (E^ and the U.S. Department of Labor jODL) isstied Sany tegjj&tfons coveting dieiopetatioa 
of plans. These actions caused changes in foe way ESOPs operate and foe reasons for their 
establishment. 

SOP 93.4 brou^t si gnifiran t changes in the way employers r^tOfC transactions with leVef^ed ESOPS. 
Although SOP 93-6 did not change how employets with amtlevetaged ESOPs account for ESOP 
tiansactions, it contains guidance for ncmieveiaged ESOPs. 

The following paragraphs summaruse si^Hcant accountihg rules applicable to employer's accounung 
for ESOPs. 


L0¥armged ESOPa ' ’ 

• Employers should report foe issuance of new Shares Of the sale of tfeaStiry shares to foe ESQP 
when the issuance or sale occuts. Also, employers Should teport a corresponding ebatge to 
unearned ESOP shares, a contra-equity account 

• Pot ESOP shares committed for release in a.pctiop to ^tnpensw ensployees dir^^v., 
employers should recognize compensatiod cost equal to foe fair value of the shares committed 
forrdease. 

• For ESOP shafes committed for tek^ in a period to setde 01 fond Kabilioea for other 
employee beneSts, employers should report satisfoction of die 'liafolines when foe employer 
commits to release iIk shares to setde the liaWIities. Other employee beneda inchide an 
employer’s matob of employees’ 401^) coatributions or an Cmjrioyer’s obligation under a 
formula proet-sharing |£n. The use of an ESOP has no bearing .on . foe nmogiition of 
compensaticin cost and liabilities associated with providing such benefits, to employees. 


For ESOP shares committed for release to replace dividends tm aUocamd shares used for debt 
service, empioyefs should teport satisfaction of foe liabili^ to pay dividends when foe ESOP 
commits for the release of shares for that puipose. 
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> Empipyets should credit unearurid ESOF shues as diey amimit shares for release based oh Che 
cost of the shares'to foe ESOP. Employets should cha^ ot credit to adcDdoi^ paid-ih^pital 
die difference between the fair value of the shares coaunieted for release add the cost of those 
shares to the ESOP. i _,-. ,, 

• Employcis' should report ^vidends on unallocated shares as a reductioh of debt ot accrued 
interest payable oi as cdmpensatitin cost ThC’use of die dividend for ather drht service ot 
payment to pardcifartts determines the form of accounting entry. Employers shtiuld charge 
dividends on allocated sfaates to retained earnings. They should make satisfaction of dividends 
payable by one of the following: 

— Cbnmbating cash to' the participant accounts. 

— Contributing additional shares to pardcipant accounts. 

— Releasing sh«es from the ESOP’s Suspense account to participant accounts. 

a ■ Employers should report redemptions of ESOP shares as purchases of treastiy stock. 

■' Employers should also report redcihptiOn of shares of levcr^ed and nonleveiaged ESOI^ as 
purchases of treasury sto^. Employers must give a put option to pkrticLpants holding ESOP 
shares that ate not readily tradable. When pattic^iants exercise a put option, eii^bycts must 
repurchase the shares at fair value. The put option terpUrement applies to both levera^ and 
nonleveraged ESOPs. 

a Employen that sponsor an ESOP with a Una'im (a loan made by' a lender other than the 
employer to the ESOP) should report the oblations Of the ESOP to the outside lender as 
liabilities. Employers should accrue interest cost on the debt They should report cash payinents 
made to die ESOP to service diebt as reductions' of debt and accrued interest pa^Ue when foe 
ESOP' makes payments to the outnde lender. Apply this lulc regardless of whether the source 
of cash is employer contributions or dividends. 

a Enploycrs that sponsor an ESOP with aft ntdtmi Atav (loan made by the employee 'to foe ESt>P 
with a related outside loan to the employer) should report die outside loan as a liability. 
Employers should not rqiort a loan receivable from the ESOP as an assef snd ihould 'not 
recognize interest income on such leceivabic. Employers should accrue interest cost on the 
outside loan and should report loan payments as reductions of the principal and acettied 
intreest payable. Employers do not recognize in foe fi n a n cial statements contributions to the 
ESOP or the concurrent payinents ftoai die ESOP to the employer for debt service. 

a Employers that sponsor an ESOP with an hak (no related outside loan) should not 

report the ESOFs note payable and the employer’s note receivable in foe enqiloyer’s balance 
sbret Accotding)y, employers should not recognize interest cost or ihtetere iiieomc on an 
employer loan. 
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• Foe eacoii^ pei shaie i:x)mputations, cotuider BSiOP shmxs committed. .for tde^ m. , 
outstwdmg; ESOP shares arc not outstanding if there is no coaunitmrat for release. 

hhH^wmmgad ES(^ 

• Employers? wuh nonlwett^jed B^Ps. shorW reptffl- compeanatinn tfflst equal the . 
contribution called for in the period under the plan. Measure compensation cost as the fait 
iralue of shares contributed to or Committed for contribution to dicKOP as appropriate under 
the terras of the plan. 

• Empkiyets with nonlcreraged ESOPs should charge dividends on shares held by the ESOPs to 
retained earnings. An exception is that employers should account for suspense account shares 
of a pension reversion ESOP in the manner described in SOP 93-6 for leveraged ESOPs. 

• Account for the tedemptiort of shares of a notileveragtd ESOP in the same manner as that 
required for a leveraged ESOP. Employers must give a put option to participants hoIcBng 
ESOP shares that ate not readily ttadabfe which on exercise requbw employers to tt^wdiase 
the shares at fair value. The put option requiiemeat a{tolics to both leveraged and nonlevet^ed 
ESOPs. Employers should rt^tt foe satisfoction of such opdoti exercises , as purchases of 
treasury stpdc. ^e the prior dEcussion of redemptions in foe Iweiagcd ESOPs section.) 

• Treat all shares held by a nonlsvetaged p$OP as outstanding in eontoUtiag the employer’s 
earnings pet share, except suspense shares of a pension reversion ESOP. Treat shares of a 
pension reversion ESOP as outstanding until making comminxicnt for release for allocation to 
participant accounts. Different rules also ^ply if a nonlevetaged ESOP holds ‘cpovettible 
preferred stock. 

Cfonsirit SOP 93-6 for a comprehensive discussion, of rules iqtpjioable to employers’ accounting for 

ESOPs. ’ 


Riferemces 

Untted States Code (12 USC) 


Feetorsf Itoserve System 

p71c(MA) Banking Affiliates 


§371C-ip3B) Kestrictions On Transactions with Affiliates 

Part 733 Transactions between Bank Manbet Banks and Their AfflUates (Eigdarion W) 


OniM «f 1MR BipMViRkn 
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Horn* Oivnws'Uwftilct 


§1464^0 

Conve^oijs 

§1464(0) 

Conversion of State Savings Banks 

§1464^) 

Conversions 

§1467a(l(5 

Begukrion of Holding Companies 

§1468(11) 

Transactions with Affiliates 

Federal Oepaait insurance Act 

§1817® 

Change in Control of D^sinjty Institurions 

United States Code (15 USC) 

Seeuriaes Exdtenge Act of 1934 

§12 

R^utration Requirement 

§13 

Periodical and Other Reports 

§14 

Proxies 

§16 

Insiders 


United States Code (29 USC) 

JtOOl Employee Rcoiement Income Security Act of 1974 

Cede of Federal Regulations (12 CFR) 

FOICRtOM 

Part 303 Subpfe E Change in Bank Control 

Office of TMn StfWimibn Kules 

Rttt 543 Federal Mumal Assodatiom 

Part 552 Fedaal Stock AssOcktions 

§561.4 Affiliate 

§561.5 Afflated Person 


110.26 BiainlnaUan Hamflwok 
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P63.41 

§563.43 

I563.4T 

§563,81 


PMt563 
Subpatt E 

§563.181 

§563.183 

Part 563b 

Part 563c 

Part 563d 

Part 56^ 

§565.4 

§567.5 

§567.13 

Part 569 

Part 574 

§584.1 


Loam aadCMuxTEansacdDns'mthAfHliatiea and Sab^diaciei , 

loans to Executive Officers, Directors aad Ptindpal Shareholders 
Pension Plan* 

Issuance of Subonfioated Debt Secimdes and hfendabadly Redeemable 
Preferred Stock 

Coital Distributions ‘ 

Reports of Change in Control of Mutual Savinga,As5pd»ticms , 

Reports of Change in CEO or Director 

Conversions from Mutual to Stock Fortn , . . 

Accounting Requirements 

Securities of Savings Assodatipns 

Securities Offerings 

Capital Misuses imd Capital Categorj' Definitions 
Components of Capital 

Obligations of Acquirors of Savings Associations to Maintain Capi^ ^ 
Proxies 

Acquisition of Control of &ving5 Associations 

» ■ T..'.. .. t 1 

Registtation. Examination, and Reports 


Co«te of Fadoral Regulotiaiw (17 CFI^ 

mna Exetamga Commission RiOos 

§240.10b-5 Insider Trading 


§240.12b Re^ttadon under the Exchange Act 

§240.13 Shareholder and Periodic Reporting 


§240.14a Ptendes 


rZUOS 


UU l M t Mf If P K>HPWtHB>Ow 
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S240.14C 

5240.14e 

§240.t6a4 

§240,17f-2 

p40.t7Ad-Z 

p40.17Ad-4 

P40.17M41 


Distribution o£ Infoanation 
Tender Offer RalM 
Kqjorts by Insiders 

Fingeip^tu^ of Transfer Agent Personnel 
TuoiWound of Items by Transfer Agents 
Eiceiapt Transfiar Agents 
Reports of Record Differences 


OTS Apfillcations Proeessins Handbook 

Section 440 Stock Gjnvcrsions 


OTS Trust & Asset Management Handbook 

Section 620 Employee Benefit Accounts 

Financial Accounting Standards Board, Statement of Financlai 
Accounting Standards 


No. 47 

Disclosure of Long-term 

• ■ w 



Obligations 



Nb.89 

Financial Repotting and ChanginB Prices 




Internal Revenue Service 

Revenue Ruling 59-60 Stock yaluation 

American Institute of Certified Public Accountants (AICPA) Statement of 
Posltton 

No. 93-6 Employers’ Accounting for Employee Stock Ownership Plans 
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Program 


Examimation OBJBrrivES 

Identify and detemiine the nature of ownmhip and control of the savings associadon. 

Determine whether any individtid tnK ejcerted a detrimental influence throng ownership oi conttoli 

Determine if adequate phjsical safi^uards for swck certificates and ownership records ate in place. 

Detennine compliance with appEcable laws, tuBngs, legulatians, and any expressed agreements wfth 
OTS. FDIC, <w s»teH®uhators. 

Determine the adequacy of the savings association’s policies, procedures, and controls related to capital 
stock. ■ ■ ‘ . 


Review securities filil%s for infOtnjation of a supervisory interest and report results of the review to 
Business Transactions Division (BTD). 

‘ •<. I ■ ' • ’ 

Detemiine if a savings association prudently adminiMens *n Employee Stock Ownetslup Plan (ESQP). 
rnitiiug corrective action when deficiencies exist that could affect safety and soundness, or when you 

note significantvio^tions of laws qt.psguI)^tiM8 0!herduinsectmfj5syiohtion5. . 

Examihation Proceduiks 

Level I m?kRit 

I . Determine through discussions with management and other appropriate verification 

methods, ifmanagement has taken corrective action relative to:, • i.’ ' 

• Prior examittadon report comments and prior examination exceptions. 

• Internal and external audit eXceprions. .. . 

• Any enfotcement/supervisoty acdons and directives. 


EnuDate 


FreDaradBie 


RerimoiBy: 


Docket#: 
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Cafiit&l Stock and Cfwnersh'ip 
Pregram 

Wklp. Rep. 


2. Suiteadze information &om secotities offedug Slifigs, Sectors’ niautcsi audit 
. reports, and other soorces pertaining to any near issi^ce of capital Mock ^duding 
the payment of stock ^dends), notes, tuboidicated debotitures, and odm capital 
insmnnents. Ppe the ipfortnatian adthln the continuing examination file (CEF), if 
applicable. 


3, Ether you or the tttgfonal office should make a brief teviesy of the Forms 10-K, 10- 
Q, 10-QSB and any other Exchange Act reports. (See Appendix A.) 

Compete the Exdange Ad reports to TFRa; other reports, information, and 
documents relating to the savings association that ate available. Immediately leport 
any material disctepandes bettveen the disclosures contained in the Exchange Act 
reports and infotmation known to the regional office. Ibe regtonal office sboidd 
inform BTD and the Accounting Policy Division (APID) by eT-mail 


4. CatefuBy review all transactions involving Tteasiiry stock. Defetmine whether the 
board of ditectots’ actions adequately suppOTts lkeasuty stock transactions. Consider 
whether transactions have a detrimental effect 


5. Update the CEP, if applicable, with the Schedule of Stockholder (PERK fil4). 
Alternatively, surnmarizc the following infotmation for each director and ditccioi’S 
iottresls, officer, attorney, partner, and all odier stockholders who own or control 
five percent or more of the savings association’s stock: 

• Number b£ shares. 

• Percent to total outstanding. 

■ Stock cettificate number (optional . 

• Issuing price (optional). 

• Date of issue (optional. 


Exam dub 


PmaDoIBv; 


BevkmdBv: 
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• Confiim die tiniety repotting of changes in ownership on Fottns 3, 4, 5 or 
Schedules 13D or 13Q by companies subject to the Exchange Act. 


WKP.REF. 


6. Determine stock concentration by noting the tot^ number of sbareholdeis along 

witih the number of shares outs tanding, 


7. If the saving assodadon elected S Coqjotarion status since the last examination, 

perform the followitg procedures; 

• Rffdew the associatiotdselighility for the election. 

• Review shareholder agreanents regarding stock transfers which mamgement 
win use to maintain compliance wi& the eli^ility requirements, 

• Vetify that management has a method for motutoiing ongoing compliance 
with S Coipoiadon cligbility requirements. 

« ConHrm that management peiiodically test and revtew the method for 
monitoring colhpliimce. 


S. Review whether the institurion has realistic aqjectatipns about its ability to increase 

its capital while maintaining ire S Cotporation status. 


9. Detctmine whether the association’s maa^ement and shateholdcts understand that 
limitations may exist on the ability of an S Corporation to pay dividends. 


EsanlMre 


nemredBy: 




Doefcre#: 
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Wkp. Rep. 


10, DetesidiicwhediK'niall^getniiWundchtanda the ovsMl effect of ^potential 
dhideDd distdbtitioo limitadbos bo hn S Cotpoiaooii. 


II. Review proxy recoids ftom the last election of the directors. Identify anyone who 
has contipH^ the election of die board thtou^ proxies. 


1 2. On the basis of infijtmation obtained in procedure No. 5 and review of shaieholder 
and related infonDatioiij conxide* 

• Whether dbete was a change in control in dift assodatioa If yes, determine if 
BTD teeeived the infotmation fot savings associations subject to the Exchange 
Act, and if not repotted, provide details SO BTD for a determination of needed 
disclosutes. 

• Whether ownership, or change in control,.of the savit^ associalion has 
significantly affected the savings association’s opetating policies or mode of 
operations to the detriment of the saving association. 


13. ERISA and IRS rules and te^ddris are Coiriplex. Accordingly, you should fequest 
the ESOP administtailor iii thfe savings assexhidon to provide evidence that spedalist 
legal counsel assists in helping to maintain the plan in compliance with all applicable 
rules and nguiattons. You should request the ESOP administrator to provide 
evidence dvatrhe savings association is able to meet its repurchase liabihty. The 
ESOP adininistpitiot alro should support the stpdc valuation of closely held savings 
■associadons. 


Emm Date 


PRoandBvt 


ReyleimdBy: 


JMtstik 



110,4 
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Wkp.Ref. 


14. Fipm a teviin? of ^kti documaits ot otha appiopnate souiq^ detejriiim the duties 
and i«|)onsibdiQes of the savings association ngaidiag its ESQF. Asceitaifl Thedier 
the savitigs association is satisfactodlf pctfotmitig hs duties and cesjwnsibilitics. If 
the n«d foe expert advice is apparent, you should teccHiunead that die saeh^ 
association obtain the advice of an ESOP legal specialist Set the Tti»t & 

Asset Management Handbook for additional examinadon procedures if the savings 
assodadon or its service coiporadon is acting as trustee, or serving itt a fiduciary or 
sunilai capadqtl 


15. If the savings assodadon established an ESOP in conjunction -with a conversion, 
detciiiiinc if the ESOP purchased ten percent or mote of the stock offered in the 
conversion. 


1 6. Determine if the sawngs assodadon i^t^tes stock held in the ESOP an 
individual’s purchase liHiitadoas. (They should not be a®*gfited.) 


17. Determine if during a conversion the savings assodadon extended its own credit t6 

finance the funding of the ESOP. Also determine if during a conversion die savings , 

assodadon guaranteed the debt incurred by the ES<3?. wW tiQit<Wng&om ^ 

another savings aSsodadoa , 


1 8. Detetmine if the'ESOP ts an afiSliam or an affiliared JidSon. If so, verify that 
ttansacdons such as loans and other financing arrangements with the savings 
a^ociadon arc consistent with CfTS and FRB restrictions and ptohibidons. (12 CFR 
§§ 56.1.5 and 5fi3.43 and Federal Reserve Act SS 23A and 2®.) 
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m£^.Refi 


19. Detetinmeif»nESOPaustacqmiEdcontR)diaifthesa«u^assodiitioiiotaiiS&L 
holding dempany outside of die convetsion jirocess. If so, verify OXS approval of 
the acquigidoa of eonacd, as rccpated by- J 574.3. 


20. SuRunarize petttnent infbrniatioQ reiadng to stock opdoo plans and BSOPs and file 
in the CEF, if appBcable. ' 


21. Review Level II- procedures and perfotm those necessary to test, support, and 
present conolaaions ddtfSted fisotn perfotmantse rjf 'Level J profcedures. 


Level II 

1 . Determine vAether the association’s management and shatehoUets understand that 

prohibitions eaist on the ability of an assodadOn to make loans or discounts on the 
security of the shares of its own stock. Verify that the association is in compliance 
with these rostriedons. 


2. leisure that capital distribudons arc of the type and in the. amount petmitted hy Patt 
5d3, Subpatt fi — Capital Dikttibutions. 


3. For savings aasodadons Subject to the Exchange Act, detetmine whether the savings 
association makes timely requited filings. If not, contact the re^onal office or BTD. 
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wkp. ref. 


4. Ifdittsawu^‘Mso«^to acts «s its own transfitr ageist ocre^ttiTjCstsBiiiiie Ac 
tecotds pertaining to sMck ceitifiaites to ensute controls are adeijuate to ^eiyent 
over issuance of stodk. 


5. Ensure thsit your tetriew meets &e Objectives of tfiis Hantfcpok Secrioa. State your 

findings and coadusioQS, and leconunendadons fet any necessary corrective 
measures, on appropriate work p^eis and report pages. 


■ • • I 

Examiner’s Summarys Recommenoations, and Comments 


EBBoDMe: 


FrCDaradBip: 


SnimedBir: 


Dotkctil: 
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Washinoton and REaiONAL Processing of Sxchange itor Filings 
B ackground 

Savings associations must piovide faUj fait, accurate and complete iofotmation i^atding theit business 
and financial condition to the investing puhEc to avoid potential liability nndtt die anti-fiaud tules of 
the fedetal stcurides iSnvs. It is rasendal to the supefrisoiy ef&tts of the tegional oflfices that i^^olatocs 
be aware Of critical iafotmation disclosed in filings. 

The Business Transactions Division (BTD) of the Office of Chief Counsel and the Accounting Policy 
Division fAPD) of die Office of Supervision review Exthaj^ Act and securities offering filing of 
savings assodiatiews for ccraiplknce with generally accepted acconntii^ principles (GAAP), g^etally 
accepted auditing standaids (GAA^i and witii the Bachange Act and OTS regubrions. AJkj. BTD, 
upon request, assists Ae SEC by reviewing filings of savings and loan holding companies referred by 
AeSEC 

For puiposes of this Appendix, we refer to BTD and APD as securitiea rewew staff whM Aty perform 
dual funcrions. We refer to BTD and APD individually when Aey perform tasks independent of each 
pAer. 

Coordination between t^onal and Wasbingmn staff is essential to ensure Aar savings associations 
fulfill Aeir obligations to make fiill, fair, accurate, and complete representations to Ae public about 
Aeir financial conAtion and operations. Reliable public AsdoSute and market int^nty for saying 
assodatidn’s securities are key to Ae savings assodation industry's capital-raising process. 

Genaml Procedures 

The responsibility for reviewing disclosure documents filed by savings associations for compliance wiA 
the ^change Act and Ae OTS Securities offerings regulations tests wiA securities review staff. 
Secuiiries review staff ate responsible for issuing comment letrera telatiiig to a particular filing. Further, 
securities review staff are responsible for tesolvii^ legal, Asdosure, and accounting questions that may 
arise under Ae ExAange Act and 12 CFR Parts 563b, 563d, and 563g. A specific atuamey is asagned 
to each reporting savings assodation and reviews and examines aU of that savings assodation s 
Exchan^ Act reports and any offering diculars it may file. 

APD performs accounting reviews for Ae nontranraetional Exclumge Act filings and oriier filings and 
applications Aat contain financial statements. APD is prima Ay responsible for accounting reviews of 
Ae following forms: 8-K, 10, lO-SB, lO-K, lO-KSB, lO-Q, 10-QSB, 12b-25, applications frar 
conVraSionSi applicatiotra fc* conversions wiA metgets, and applications fire muSaai holding company 
conversions. The BTD staff is primarily responsible for accounting reviews for secondary offcrit% 
circulais (of eqmty, debt and other securities) and metgers. 

The t^onal office should conact securities review staff when questions arise wiA respect to a 
particular savings association's Asdosure obligations. Also, the r^onal office AoAd contact, sccuritira 
review staff by tdephone or e-mail whenever mfotmation comes to Aeir attentita that potentially 
affects such reporting obligations. 
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SccuBties review staff cletsd^ review exaaunstion reports and otKet snpervisoty conunudicatiQns in 
connection widi dieir review of secutiiies filings to ensure appropriate disclpnires in tfae filings. Staff 
works nether to secure resolution of novel and precedent^ accounting issues. 

APD gentsaDy issiies accounting cotriments iii conjunction with, but sepataa: fiotn, comments issued 
by BTD on die Exchange Act filings ftji wWch it bss primary reSponsMty. Otherwise, BTD provides 
to the savings association or other filing patty sll comments relatii^ to the accuracy, adequacy, and 
dmelinesrof Exchange Act filing made with OTS. Securities review staff and the t^cna! office 
receives copies of aU comments and tesponses regardless of which office issues the comments. 

Securities review staffmaintains a shared riecttonic file of all comments on filings diat is accessible 1^ 
each t^onal acccjuntant or a designee. The shared file ensures that each office is awstfS ofeach othetls 
finding and can detettnine tf there is a need for a supervisory response. Secuiifies teyi^ staff and the 
te^onal office must he aware of problems that requite disdosuie in filings. The x^pnal regulator 
must be aware of securities review staff corianents, and tesponses to those cottements. 

Securities teviav staff srin resolve all issues r^aiding a savings associatiDn’s compliance vridi issued 
comments. Also, BTD will resolve any necessaiy ernforceroent or other acrioms regarding comj^ance 
with filing requirements. In some instanees, Seettrities review staff may seek the assistance of a regional 
office in obtaining a savings association’s compliance with comments. Seemrities review staff rely on 
regional t^ulatois to observe and to report events that riuy afifoct ffiedtange Act disclosures, 
patticulariy events raising significant supervisory condems. Regional legulators, thetefote, must hovea 
general knoudedge of the concern of a savings asscxiaticin’s secutitim filings. 

Time Requlraiienta 

Fora report to be timely, OTS must receive a ptopedy filed report the recjuiied date. Themsuling pt 
post-maricingofa report on thdastday onwhicha teport is to be filed docs not constiture a timely 
fifing. 

A savii^ association may receive an extension of time to file a report if the saving associanon follows 
the ptpoedures describedin the regolations and satisfies all of the requirements of an extension. 
Exchange Act Rule p7 CFR § 240. 1 2b-2S) contains goietal provisions to follow if a savii^ association 
frils to file within a prescribed rime ficame all or portian of an Exchange Act peaodic r^ott If a 
savirgs wsodadon fiuls to subroita complete Exchange Act periodic report within the prescribed time 
period, it must file a Form l2b-25. The savings association must file Form tZb-ZS no later than one 
business day after the dUe date of such report. The association must disclose its klabiliqr to fifc the 
report On a rimeiy basis and the reasons' why in reasonable detail, and otherwise comply with all other 
requirements of Rule 1 a>-25. Among other things, the savings association must represent in the ffotm 
12b-25 that it cannot eliminate the reasons for the delay without unreasonable effort or expense. The 
savings association also must represent diat it will make the filing wiriiin the period of foe extension. 
Rule i2b-i5 providesfora lSday extension fot a Form 10-Kor ifoKSB anda^day extension frit a 
Form lO-Q or 10-QSB. Such extensions ate available only upon an apptopriffe fifing with BTD. Only 
one 15- or 5-day extoision period, as appropriate forfoe type of fifing is available. No additional 
extensions of time are available undcx the. regulations. 


e mu a Bfiatw m w w v * * *™ 
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If ^topriate, a saving^ a$s(Maation may tepresent that ita faStim m file a umdy pmsciibed lepoR is 
doe » its inaUlity m file the report -without unceasonable effort or expense Generally, Urn reports . 
satisfy prescribed due dates only if the savings association meets all condidons of dtc rales. 

When a savings assodadon is unable to Ble a report on dme, it should promptly consider its general 
public disdosure obligadons. Ihe savings assodadon should detennine udiether it is appropmue to 
iSsue a press release to advise its stoddiolders and the public iradrets .of maredal infotmadon pertaining 
m die savings associadon. In this regard, savings asaodadons may widh to contact.BTD ottubmit a 
written statement of the reasons &x the delinquency; The statement should include a desciipdon of the 
steps the saving assodadon is taking to come into compliance with die reporting requirements. 

Regional Proeedurao 

Securities Oversight of savings associations is critically importaid. Rt^onal regnlators must atet the 
indivMual responsible for the particular savings association to all supeiyisoty or other i^ulatory. 
mfotmation that affects or may potentially affect seemities law disclosure obligations. This repotting 
may be through e^nail. The use of e-mail provides more time for ^x>th tiie regional and securities 
review staff equation. Also crtnail iadHtates the maintenance of the comments m a shared electronic 
He that is avatiabie to the tenons and securitira rcviiwr staff. , 

Critical to an effective OTS oversight role is the certainty that regional peisonnd are thoroughly 
familiar with the current finandal and operational condition of savings assodations. Knowledgeable 
regional petsonnd should promptly review filingp fi>r supervisory concerns, and communicate any 
concerns to securities review staff. A critical component in securities review staff s Exchai^ Act 
oversight ml* is ensuring coitccrion, as soon as possible, of any infoimarion in a public fihng that is , 
inaccurate, misleading, or incomplete. For this reason, regional regulamrs should promptly review 
Exchange Act filings, offering circulars, and appEcations fot convmicm. 

The t^onal office should provide to securities review staff copies of all nonroutine correspondeiice to 
and fiom the savings association. Further, the regional office ^ould provide copies of documents and 
internal metnorrtida that may contain information rdevantto a savings association’s disclosure 
obli^nions. Securities review staff examine this infoxmation to ensure that savings assodations: 
promptly comply with all disclosure obligations. 

Achievement of successful supervision of savings lassodarion securities responsittilitics requires 
unifonrii^ and consistency of action. Regional petsonnd and B'llJ Should coordinate a supetviSOty 
approach prior to iniriaring discussions with savings assodations ie^nding.tequests for additional 
information or requiring corrective action under the Exch a ng e Act Should it become necessary, BTD 
win inform the Enforcement Division of Exchai^ Act or securities oflerii^ problems needing 
enforcement attention. 

The regional office shoidd detertnine if the Savings association provides timely periodic Exete^ Act 
filings. The t^onal office should maintain a schedule for each t^onal Exchange Act and 563g 
registered savings association indioidng the due dates of all Exchat^ Act filings. This Handbook 
Section lists all common required filings arid their respective time requirements. Rr^onal offices should 
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use this infotttiatioo to set’ up the schedules. Seamdes review staff maintain similar schedules and imy 
assist the n^onal offices in setdog these schedules. 

Saving associations must file required rcpOtB within prCsctibed time fcames. Before the te^onal 
office contacts a saving association to inquire about a missing filing, thef should fitst check with the 
assigned individual to detetmine if 6TD has the filing; In certain totances a iavii^ iiSsociation ma^ 
esqtlatn alate filing by filing Form 12b-25.: Generally, this filing will allowa short extension of time to 
file certain reports. Bi addition, a savings association may inadvertently Bte rcpmts with cither BTD or 
the rq^n, but not both. 'In such a case, BTD will direct the savings assotiation to immethately file 
reports as requited by the rt^ulations, including Parts 5<j3d and 563g, 

Failure to file required tqntts on a timely basis may indicate de^t problems at a sani^ assodation. 
'When t^onal regulators becomeawafe of serious problems with a registrant sayings association, they 
should iramediatdy alert securities review staff by e^maU. R^ional persormel should provide relevant 
supervisory information; to securities review staff when practicable, rathra than wail tJntil conqrletfoti of 
the next examinatioa report 

Rt^onal staff should quickly and promptly review all filinga related tp savings associations and bidding 
companies to discover any infotmatkm of supervisory interest. If regulators read the filings promptly, 
they may find sedoas problems disclosed in filings months before they would o therwise find fiiem. A 
quick arid timdy levicw of filings may result in triore tundy initiation of a supervisDty response that 
may mquiie a restatement of earnings and finandal posiilon. In addition, the timely review of filings 
may lead to enforcement action, such as cease and desist, removal and prohibition, or receivetship. 
Regional staff should not rdy on securities review staff for this supervisory review. Further, rt^ona! 
staff sheuld not duplicate the work of securities review staff in reviewing filings for compUance with 
the Exebat^ Act and Parts 5l53b, 5ti3d, and 563g cdf die OTS regulations. 

After a review of any filing, regitinal personnel should prepare a brief memorandum to securities review 
staff describing the review. The memorandum should disclose the existence of possible su^rvisory 
concerns and corrective actions that the n^onal office recommends. If the rcgronal office notes 
problems, the filing will receive higha review priority. In the absence of such disclosure of potential 
confrems, the filing will likely teceiVe a lower review priority. If necessary, securities review staff will 
prepare and issue a comment letter to the savings association concerning die disclosute problems. The 
re^onal office should promptly provide this memorandum via e-mail to securities review staff who will 
inckide the inftinnation In the Shared electronic file. 

When a savinp association files an offering circular pursuant to Part 563g, BTD ^erally issues an 
initial comnient letter on rite filing within 14 to 30 calendar days of the filing date. This comment letter 
will general^ include comments from the in^viduai assigned to the savings assodation. Accordingly, 
regional staff Should review offering diculars and provide any rdevant information via e-mail io BIT) 
within ten calendar days of filing. Sarisfpng this time frame will allow BTD uu consider such 
infijrmation within the initial review period. 

Regional regulators should be aware of significant events that have occurred requiring the fifing of a 
current report on Form 8-K. The regional t^;ulators should determine if the fifing is timely. Consult 
with BTD if there is a question tegaiding the necessity of making a filing 
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Fleis mmt pioped^ file ^ reeem BUD clea^ce of proxf soldfii^ mftetial; (or kifoimmoa 
statements, when ^pBcable) befotc dismbutioa to stoiholdets. R^onal tegjjlatots should hott these 
requited ste{)s. In addition, while not n^essaiy.t^onal regulators ou^xmew prosy inatetials. Iftht^ 
do review proxy material* they should notify security review stefif itnmediately by e-nrail if diey believe 
any proxy materials contidn a material misstatement or omit any matetiil infptmarim, 

Re^paal'^iilatpts shpidd be alert to changes in the majority of a.Ktvtngs assoi;$Wios^s board of 
ditectois resulting Bom actions other than a meeting of the stndiholders. Rr^jotud leguktors should 
prompdy consult with BXD questions uise regarding a change in the majority of a board of directois. 
Also, ttgjoml teguhtmts should immediately notify BTD if problems arise. 

Regional r^ulators should identify any savings associations witii assets of mote thm |5 mdlion that 
have 300 or mote shateholdets and a class of stock not registered undcn^ tiie Exchange Act Also, 
te^onal tq^atots should identify fotmetly r^stet^ savii^ associations. iHOriptetive questions 
sometimes arise as to the meaning of “held of record” or “class” and n^nal re^datots should refer 
these quesrions to BTD. If it appears that a savii^ association should have tegisteted its stock under 
the Exchange Act, the t^onal office should advise secuiities teview staff. TTie tri^r for tiiis inquiry 
is 300 shareholders because; 

• Although 500 shareholders triers t^jstration under the Exchange Act, the numbet of 
shateh^ets may have incteased to 500 of more since the last verification. 

• Three hundred shareholders triggers deregistratibn, 

Regional relators should notify a savings astefoiation’s officers, directors and significant shareholders 
of dieir responsibilities to file reports (with BTD in Washington and with thq regional office) relating to 
theii ownership of the savings assodation’s securities. Savings association officers, directors and five 
percent or ^xater shareholders have ownefshipi and transaction reporting requirements under the 
Exchange Act The Exchange Act requites tUs infonBationoft.FooD5 3, 4, 0t5 andSdtedulcT3D or 
I3G. The rales in this area can be extremely complex and dietc is a lacge.bicxiy of judicial precedent 
deahug with tUs area. Rcfet questions tegaiding incerptetation to BTD. Regional t^ulators shotdd 
encout^e tiiose with obligations to file such reports to consult witii their own counse! r^jnding their . 
filing cesponsibilities. 

R^ond personnel should refer all comments or discovety of material information regarding stvings 
and loan holding companies that are subject to Exchange Act filing requirements to BTD. Securities 
review staff will assess tiie materiality of the infottBation for purposes ofsecuriries law oblations and 
will work with the regnal personnel in deciding an appropriate ibsponse under the ckcUmstantes. 
Securities review staff will assess the infotmation to determiae vtiietiier a refetral to the SEE is 
appropriate; 

Regional office personnel are responsible for contacting holding companies that are not filing Form H- 
03)1 1 as required. The inclusion of SEC filings in Form H-(b)U does not mean that OTS necessarily 
has a toie in pcrfocming disclosure review of those documents. Regnal f^ulatorS should provide any 
comments to BTD for all securities filings that the holding companies provide and send BTO related 
correspondence and examination reportii upon request 
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Rt^omi oIBct {»iSoncd should sbo adrise APD of any sigoificant accoundng disdosuie problems 
aad accoimdng issues noted duiil% their review of Fonns H-b(ll) for holdup eompames that have 
thrift subsidiaries diat file Securities Exchat^ Act filings with the SEC and/ or die OTS. 

You should rqiort information concerning accounting or reporting problems diat may af&a the Thrift 
Financial Report (TER) to the Finandal Reporting Division (FRD), Dallas, TX The staff of the FRD 
in Washington, DC can amswer questions and provide advice concerting the correct corapletioh of 
TFRs. Institutions should cottect TFRs that are less than five months old in accotdama: with PRO’S 
guidance. 
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Capl^l Adequacy 

Capital absotba tosses, protnotes public confidence, and pro'ndes piottctioa to dqiositocs and tbe 
H3IG insuoince funds. It ptovides a financial cushion that can aDow a didft to continue opUadng 
duni% penods of Icinses m otbet advctse conditions. This Handbook Section ptovides guidance in 
detennioing a theft’s capital adequacy. 

Coiiltal Actaquaey 

A thrift’s level of ciquial is adequate 'shen it meets ft^platoty tequiteinents, mi is coMmentuiate with 
the Sniffs risk profile. The capital level should also be sufficient to support fiimre gpowth. While 
minimum ^;alatDty capital letjuirements provide a consistent ttartiiig point fot determmiog capital 
adequacy, most thrifts should, in fiict do, exceed well capitalixcd standards (see Prompt Corrective 
Action (PCA) Categories below). 

The various OTS capital requitemeots assume that a thrift primarily eng^s in 
traditional, relatively low risk activities. Hi^et risk permitted actmties recpiire 
more capital, espedaJly if the activides are conducted at significant conceoIXation 
levels. Lenders eng^ed in higher risk activities should also have higher 
Allowances for Loan and Lease: Losses (ALLL) and risk ma nagement e:q)eiti5e 
appropriate to the risk. 

OTS maintains, revises, and interprets its capital tcgulatidns in coUaboiation with the otiaer fedetal 
banking agencies. OTS capital rules are substantively similat to those of the other bankiiig legjilators as 
a result of various statutory requirements. Federal statute requires that OTS capital t^;ulatioos may be 
no less sonngent than the capital isolations of the Office of die CoropteoUer of the GutreOcy (OCQ. 
Jji addition, the federal banking agencies must work together on an inteiagency basis to develop 
uniform rules implemenring common statatoiy or Supmvisoty policies, including coital requirements. 
Many of the a^Oties’ unifotm capital rules are based cm die principles set out in an international 
agreement known as the Basel Accord. 

You should review teemit proposed and final tabulations for the most current regulatory gaidelinea, 
You may also check widi your OTS regional accountant or access guidance on the GfTS ftitemet 
(www.ots.ttea3.gpv). In addition. Schedule CCR (Consolidated Capital Requimment} of the nioft 
Financial Report (TFR) Instruction Manual contains spedfic accounting hid teportii% instructions 
tclatKl to capital OTS also posts on its website a series of Questions Answers that help fiirthet 
clarify the repotting instructions. You should note however that the TFR instructions, as well as the 
Questions and Answers ate to help inform and provide for a mwiningfiil repotting function. TIh^ are 
generalized and abbreviated fot teadahility. Ultimately the regulations ^d statutes) have the coottoDing 
force of Jaw. 


siiiKa 

& Rqgva 
^ AspeafecA 
& Aypcoi&iB 
g? SwaAC 


MDeaef TMM thvwvMm 



148 


Capital ^ 


Section 120 


Section CMierview 

This Handbook Seption prowite guidance in thtee main ai^’ 

• -Gapital RequininentS. 

• Byiiuati% Capital Adequacf. 


• Ratu^ the Capital Factot. 

Appendices to this Handbook Sectioo provide additional guidance; 

• Capita! Components St Risk-Based Capital (Appendix A). 

• Supfdementaiy liifonnation and Issues (Appendix B). 

• Prompt Gorrectiye Action (PGA) Restrictions (Appendix Q. 

• i- 1. .= ■ . 


CAnTAL Reouirements 

■nsrifis must meet two overiapping sets of capital rotes required by different federal statutes. Thrifts 
must meet ungible, cote, and risk-based standards requited by the Financial Institutions Reform, 
Recovery, and Enforcement Act of 1989 (FlRRBA). lit addition, the Federal Dejroait Insurance 
Corporation Improvement Act 1991 (TOICIA) establish^ Prompt Corrective Action capital 
cat^ttes. 

Tangible, Cora, and Risk-based Capital 

The FIRREA-baSed requirements for tangible, core, and risk-based capital ate defined in 12 CPR §567. 
OTS requires thrifts to satisfy three capital levels as follows: 

Ty pe of capital Percentage of Assets 

Tangible Capital 1.5% of adjusted total assets 

Beverage Ratio 4% ofadjusted total assets; (5% for thrifts with a composite 

ClAMELS rating of 1) 

Risk-Based CapM 8% of risk-wei^ted assets 

Notes: We rise mfer » the Icvtaagc ratio requirement as the Tier 1 or cote requirement Adjusted 
total assets ate defined in 12 CFR § 567.T. It is based on TFR assets at^usttd for investment in 
subsidiaries, gains and losses on available-for-side securities, certain hedges, and other a^usanents. 
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at 

A tbo&’s ttMai (dsk-bisei^ capilsi! is tbe sum of its Ties 1 (com) atid Het 2 (siipplementatjO 
capial, less cemih deduietioas (see Appendix A). Note that Bet 2 a^ital may not exceed Bet 1 
capital 

Appendix A summames the composition of Tier 1 and Bet 2 capital, and ptovides an etqdanadon of 
the dsk-based capital Calcidadoo. 


TangUOo Cmpitml 

Schedule CCR df the TFR includes detailed computational insttuefions fbt calculating cote and dsk- 
based capital Bie WA iiffitaBctions do not incli^ a calcuUnon for tat^ble o^ital. Whie all three 
capital tequilements etdst aS a matta of law, die tangible capital tequitement has effeetirely been 
eclipsed by the mote stdtgenl PCA requirements (see below). Bm^le capital is defined in 12 CFR 
§ 567.9. 

Prompt Corraelive Aetf An (PCA) CetegoirlM 

You may find these FDICIA-based capital measurements in 12 CFR §565. , ^ 

Thrifts fall into one of five PCA catqgpries, Bie PCA minimum requirements are as follows: 



•net siheYffwa 


IW 1/Rtefe-aMMl 


Totrt 

Wdl Capitalized 

5®^ or greater 

anJ 

6% or greater 

and 

10% or greater 

Adeejuate^ Capitalized 

‘i. . 

4% or greater 

0% for Viated) 

dm/ 

•• * -A 

4% or greater 

end 

or greatcBT 

tJodei^pitidized 

Less 4% 

(except for 1-rate^ 

PT 

Less dum 4% 

er 

Les dum 

Si^ficantly Usdeia^talized 

Less than 3Vo . 

or 

Less th§to 3% 

or 

Lt»B ^lao dVi 

£ntic^% Undete^italiziad 

Has a rado of tan^ble. eejuity* to total sussets that U et^ual to or less than 2^ 


♦ The definition of UBgible equity ontierPCA difleta from flw definifiod of tangible capilsl under FDtREA. You may 
find tile definition of tangle equity in 12 CFR § 5652®. 


MIMmum Sudanis vs. Capital Adaquacy 

The tegolatoty capital nxpiiiemcate arc minimum standards designed fbt soundly managed thrifts that 
do not present credit or other risks requiting more c a pital Cea^liaitci viHi nsjnnSwfttfr 

Am maa^BmaSeaS^ tmmumaisqiiaUtB’eltfa^M TbrifkviAbi^iiertisksheKUboUf^utalmBintimssi^tht 

mimmim nquiremnlsi and m fact, wtU in txceis of tbt PDIQA nM a^CaS^ ttand^is. In addition, OTS las 
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the audiotit; to cstaUish a capiW tequirement for a thnft that ia hig^ than>1ts'ndfo!^itBiisuiiatn 
i^^tor^ capita] tec]ui(ement 

C^tml Far Lmu^ig Pragnmix. 

‘Ilidfit; xridi SQbpsoie iectdiog pfo^ams are tespoitsiUe for quantifying the amount of capital they^ need 
to o£&t the ad^pcM dsk for these ptogtams. M sataiOBg pctint you ^oidd reasonably expect a thtifo 
tt} hoM capital against subpttme pottfolios in an amount that is one and one half to ihtce times greater 
than for nonsubpttme assets of a similar type, A thrift's ALLL should also be adequate to address its 
subpnme program. Mote information about subprime lending and risk analysis fen cajutal adequacy is 
asailable in guidance Issued by the four federal banking agrees and available on the CITS vvebslte. ft 
applies to subprime lending pn^rams that exceed 25 p^edt of a thrift's Ticf 1 capital (R^rto CEO 
Memo No. 137, Expanded Gmdance for. Subpdme Lending Ppogrtuns, issued Febniaty 2, 2001.) 

IndMduml HHniimim CmpHal Poqulmmani 0MCIO 

GTS rnay impose an IMCR in acccwdance aritb 12 CFR § 567.3. The regulation includes an extensive 
{but not all«indusive) list of the reasons t^t may support impositioB of an IMCR.. There ate no formal 
policies or procedures goyetning the IMCR process^ but OTS would generally take the foUoudng steps; 

• Dcretmine that a thrift should have capital above Ae minimum r^ulatoty stand^. 

• Ndttfy the Anfir of Ae determination and ptovide.a genetal eiplanation. 

a Provide an opportunity for Ae thrift to respond (generally Within 30 days, but OTS may 
shorten this time&ame if circumstances warrant). ■ 

a Consider Ae Arift's response. 

• Determine Ae approptiale minimum capital level for Ae thrift. 

Whenever you find capital to he insuf^cient relative to a thrift’s riA profile, you should Ascuss wiA 
your teg^iud management Ae appropriateness of aft IMCR. 

Rmatmation ofAathorlty 

OTS may nSe its reservation of auAority to ta^et a higher capital level for specific assets or conArions, 
or to eliminate or Umit Ac inclusion of a capital compcmcnt, or to oAerwise achieve a i^ghet capital 
level Tbrot^ Ae reservation of auAority, OTS may requite Ae Ascounting Or deduction of aft asset 
or capital component, or may assign a bitter risk wei^t or cosiversion fiictor Aan an asset or risk 
exposure normally receives. Refer ret 12 CFR § 567.11. Whenever you find that a caftital instinmen^ an 
asset. Or a jWrrfokD of assets dobs not provide meaningful capital support (and where Ae asset 
dassifictation process does not address Ac problem), you should .Asmss. Ae use of Ae reservation of 
auAority wiA font rcgonsl matu^ement 
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Docamaotatlon ItoquIroifMiits 

Thdfis must have adequate jSTStems ui place to compute Aeir capital lequdiraaeats and capital levels. 
Supponu^ documentadon should estabSsh how a thtift tracks and t^ns its qt^tal components, how 
it lisk weights its aSsets, and how it calculates each of its ca^dtad lev^, Whcte’'a thdft has kadaquiltc 
documentation to support ia assignment of a risk weigh* *0 * *•“*’> cxapiineis may assign an 

appiopriam dsk wta^t to that item. Eaaminers should veti^ dbat thrifts ate coaectly reporting the 
iiifotmation requested in Section OCR of the "ntrift Fioand^ Rt^it. dial is t^d in computing the 
capital requirements. 


Evaluating Capital Adeqimcy 

In otder to determine tdirthet a thrift baa suffident ciq>ital at a specific ptrint in time, you should first 
considet whether the thrift complies with the following requitenunts: 

• RtgulatoiyespitaliCquitements. 

• Capital levels esiaUlshedby a business plan or the Board bl^Diieobts. 

■ Qpital levels established by a capital plan, approved {^plication, IMCR, enfi>rcement action, 
otte applicable agteement or plan, or thtriu^ use of the OTS icsotvitiOn of ‘authority. 

You should-then determine if die thrift holds capital that is sufficient relative to its risk profile. Ibis 
process evolves during your examination. You should consider all of the following &ctotS, as well as 
an^ odter important factors thUt you note. ' -i . ■ v . . 

Ass0t Quality 

Asset quaHty is a hey 6ctor in evaluating capital adequacy. You should consider the extent to which 
individual assets exhibit serious weaknesses or loss of value. Key'indicaitots -of overall asset quality & 
the ddlar value of assets subject to adverse dassification and the severity of those dassifications telath^ 
to ra piral. You should Consider delinquency and foreddsuie treiidS, dte levd of nonaccrual or 
nonp^ocming loans, and market dqaredatioii of securiri«. When assessing capital adequacy, you 
should evaluate the risks associated with each lending and investment program, 'nmfrt with h^er risk 
lending ptogtams should maintain soffident AUX to offset expected lossesiunda hi^bst dpital base to 
absorb unantidpated losses. _ ' 

i, 

Eanrings 

Consider eunin^ pcrfbrmaflce and ifividend ptstctices. Good eanungs petfortnance eirtUea a thnft «o 
fund its growth and remain competitive in the marketplace while at the same tipie tetiuriing suffident 
equity to maintain a Strong capitd porition. However, excessive dividends can n^te even exceptional 
earnings perfemnana: and result in a weakened capital positioa Geaelalfy, management should first 
apply earnings to the eUmination of losses and the establishment of necessary reserves and prudent 
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capital l^ds; and then, after &U consideiadon of those needs, management may<diehu>te (tii>idends in a 
reasonable amount 

Suboniiiuite OrsanizaClinis 

Subordinate oigap^tions am signlBcaptl^'affect the operations and oyeetU fitiancial ctudidon of their 
parent Aaift Thetefom, it is inqportant to determine if subordinate otganizatiohs pose risk to die 
capital ad^ptacjr of the parent Vfhete a i^jiilator other than OTS r^ul^es diie subtmhnate 
o^anizadon, it is important to consider vhethet capital from the subordinate oiganizadon would 
acmaiiy be available to the parent thrift in a time of stress; Fottheimare,1t is imponaiit to oonstdet 
whether the panmt thnft ob%sted itself, ddier formally or infonru^y, to: Bind obl^^ons of its 
subsidiaty. As with ofoet . assets, OXS examinets may classify as'substandard, dotjbtfol cjk loss, a thrills 
investment in its sidior^iiate otganiaadons includ^ loans to subordinale otganizations. In sotm 
instances, OTS requites deduction (and deconsolitbttion where applicable of a parent’s investment in 
its subordinate organization, ^ee Appendix B for further details:} 

r • ■; •• ■ -•ll.JS ■ 


Refattonshlps with Afllliatsa ' 

A holding compmy’S policies and, ptacti«s, can significantly affect the capital levels of its tiitift 
subsidiaty. It is ctiti^ that a thrift’s dividend, policies, tax-sharing agreements, coiisultihg ^tangetnents, 
and other transactions srith its holding company do not lead to an unsafe or unsound condition for the 
thrift. 

Double-lcveiaging occurs when a thrift's patent otganizadon borrows funds . tp purchase nevdy Issued 
stock of the subspaty thrift. If the prindp^means of servicing the patent comptmy's debt consists of 
the cash dividends ftom the thrift, you should consider the potential effetx on earnings. In particutxr, 
you should ascertain whether the thrift has tfie abiliiy to sustain an adequate level of c^atal. given the 
casli dividend demands of the parent holding company. I ^ 

When yxm evaluate capital adequacy, you. should gcnetally discount the thrift’s capita! level by tire 
amount of any loans ot other credits or investments outstandii^ to the-tbrift’isjiqlieling pompapy pt to 
affiliates that are not subotdinate oiganizations of the thiift. 

Interast Rate Risk 

Thrifts with excessive intetest rate risk exposure may experience a significant decline in capital levels as 
a result of unfavotable changes in interest rates. Tbetefote timfts with relatively h^ J^tepestitate tisk 
shoidd have Cotiespondit^y high capital levels to offset that risk. 

Liquidity and Funds Msnagemsnt 

Thrifts that ate in a constricted liquidity situation may have no ailetnative but to dispose of assets at a 
loss in order to honor funds ou^ows, and such losses must be absorbed by the cajatstl accounts. 
Generally, the lower a thrift’s levd of liquidity, the more seriously you should consider higher capital 
requirements. 
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Deposit structure 

You may analyze espied in Ugjit of the historical and fwojected tate of growth of the thriffs deposit 
accounts. If a thrift is located itS; a stroi^y derelopit^ market where earnings retention is unable to 
keep pace with deposit gcowih, man^ement should take all reasonaUc’^teps. Co. at^qsf She.,caidtal 
accounts, or rind other means to maintain capital ratk>s. In addition to gtowrii trends, the presence of 
volatile deposit accounts or concentrations in rile dqjosit sttuctute is ata> relent The greater the 
instaislity of the di^iosit base, the greater the need (at a sooi^ lettel of CapicaL 

Contfnpent pabllHics 

Lawsuits’ inWoWng the tfitiff as defendant ot other contingent liabilities may indicate a need for a 
gteatec level of capitiil protection. You should determine whether the ffirift hs^ saghifiimat contingent 
liabiUties riiat have the poteri^ to materially impact the cattitid leveL 

Off-Balanc»Dlieat Activities and Exposures 

A thrift may engage in off-bahmee-sheet activities such as trust adminiattation, moa^s^ basking, or 
constmeriott lending. In such cases, you must deCerinine whether the thrift is exposed tb economic risks 
or potential l^al Qabillties that ate not ftdly caj^^uted 'by gedetally accepted accounting principles 
(GAAl^ or regulatory capital rules. Note that while riik-based assets ihchide many off-baiancersheet 
risk exposures, the Tier t capital requirement does not address off-balance-sheet risk. 


If cw Preduerts and Activities 

The rinanrial marketplace is dynamic and irinoyatr^ ^^uiy thrifts constantly ibzmul^ new products 
and eng^ in, new activities to meet customers’ sie^s. You should detennine whether a thrift has 
ptopedy analyzed the risks related to new producer tuid. acfivities, and whether capital levids ate 
appropriate to match these risks. 

Local Characteristics 

The stability and diversifieation of local population, business, industry or agticultum are important 
consid^doas. In evaluating capital adequacy, you should consider potential changes in the. tiuiftis 
operating environment as well as the pressures of competition. it’ 


Risk OlVerSHleaiaon 

Generally, a greater degree of asset and liability concentrations increases the need for eapitid at most 
fhrifts. You should review on- and off-balance-sheet assets ftn concentntions in industries, product 
lines, customer types, geogtapWe areas, funding sources, and nontraditidnal activities. 


OOkia sflMIttaiHnMM 





154 


Capital Section 120 

Part 567 Capital 

Office of Thrift Supervlskm Bvlleflm and CEO Letters 
amlTttfHt 

SB 18 Enforcement Series 

SB 33a FDIC “Pass-Through” Deposit Insurance Cotejage Disclosure Rule 

TB 56 . R^uhtoty R^orring of Net Defetied Tax Assets 

CEOlMtten 

No. 135 The New Basd Capital Accotri 

No. 137 Expanded Guidance for Subpritse Lending Programs 

No. 141 Joint Agency Advisory on Brokered and Rate-Sensitive Deposits 

No. 160 R^iilatory Capital Tceatoient for Accrued Interest Recehtable in Credit Card 

Securitixations 

No. 161 Unsafe and Unsound Use of Covenants Tied to Supervisoty Acuons.in 

Securitization Documents .. . , v .• 

No. 162 Implicit Recourse in Asset Securitizations 

No. 163 Questions and Answers on the Capital Treatment of Recourse, Direct Credit 

. Substitutes, and Residual Interests in Asset Securitizarions 

Addittonal Intaraganey Guhianea 

Interim Regulatory Reporting and Capital Guidance on FAS 133, “Accounting, for Derivative 
Instruments and Hei%ihg Activities,” 12/29/1998 
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Examination Objectives , 

To dcttmiai; the «nd com{M)silion of the thiift’; cutjKat suul plaupned of .capitalization, 

cOnsidodiig^tiie thrift’s unkjue risk di^etetistics, (^eiall randinog, piaqned direction. 

To deteonioe the effecaveness of managenmit and the board of directors in activdy monitoang, 
maintaining and pJanning for capiml adequacy. 

To detcimiae if tiie thrift’s captol-tdatwi policies and prOcedutei art adequate and are being adhered 
to by thrift personneL 

To determine the adequacy of audit and accotmting practices and ptocedures, indudiiig the system of 
internal controls, as they rehtte to Capital accounts. 

To determine coinpliaitce with laws, rulings, regulations, and spedfic agreements with OTS, FDIC, or 
state authotiiies. 

To ascertain the for, or to initiate, corrective action tihduding acting under prompt corrective 
action provisions) when polides, practices, procedures, or internal controls are defident, pr when dtete 
are violations of laws, tulings, directives, or regulations. 


Examination Procedures a . Ki ’ . sa 

Level I 

1. obtain and review &e information on capital provided in the UTPR, ofif-sitt 

monitoring reports, report of eaamination spreadsheets, latest examination report, 
latest audit reports, latest SEC tqxjite, business plan, and cotresjjqndence with the. ^ 

OTS and oth^ regulatory authotitK&. Consult with the ’cxamineC^) .icviewhig the 

board of directors and cominittee minutes for any other items pertinent to the r 

review of capital 


2 . Throu^ discustions with mam^ement and review of docuinents, determine if 
management has taken corrective action relative to; 


Fiiianate 


Pratandlly: 


RevlemtiBv: 


Dadat* 



Onico ofThriM SapaiiVMaa 


NamHiifear 2003 
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■J WKFvREF. 


8. Ensure that your review meets the Objectives o£ this Handbook Secdon. State your 
and coflclusions, and s^ptopnate tecommendattons for any necessary 
corrective moisures, on the ^rt^tiate work papers and retort pages. 


Examiner’s ^UMiiiARY, Re^Cmmendations, amo Comments . 


GaamDalc: 


RtnansdBy: 


KeviemdBy: 


DddaS#: 



laap Bxwniiiatlan Hrndbaok 


OMm er TMIt SupanMoa 
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Cxi^iTAi. Components & Risk-Based Capital 

This appendix is an abbreviated summary fixim the Capital Regulation. Refer l» the regulation in 12 
GFR §567 fisr in^» 0 ttant details and other items not induded in dus appendix. ¥ on will find relevant 
definitions in §567.1, We have oigaisized this Appendix as follows: ■ , 

• Composition of Capital. 

• Risk-based CapitaL . . . 

• Risk-based Capit^ Tmatment for ReMutSe Exposures, Dim^ Subst^ntss, ,^d ^^dual 

Composition op Capital 
T ier 1 (Cora) Capital 
TTw f fcom) em/rital InekMtes: 

• GAAP capital. 

Leas 

• Investments in and advances to nonindudable subsidiaries. 

• Goodwill and other inungible assets. 

• Equity instruments not qualifying for Tier 1 capital’ (for example, cumulative ptefetred stock). 

• Setvidng assets and purchased credit card teIatiomhi{a (KiCRs) in excess of limitations (see 
§567.12). 

• Disailowed defcned tax assets (see Tbrifi Bulletin No. 56). 

• Credit-enhancing interest-only strips in excess of 25 petcent of Tier 1 capital (see §567,5 and 
§567.1^. 

• Aixumukted gains on certain available-fbr-sale debt and equity securities’ and qualifying cash- 
flow hedges.* 


< Refer to Ae TFK jhstrwrtkms. The pui^^ » ta exchxde ecitais coffiponats of GAAP-caj^ ^ sre not pait of oonnaon 
stoddioldors’ equi^ uodor n^uibtoty capital ^fiAhtons. 

2 IU&- the December 199S inm»kg^<7 staEfioSffit, *Tiit6tim Cuidance on the Rtgtdnoif Repoctin^ TteatiB^ of 

DcriTjai^^’* 


vnioo'OT iiifMa.«iipMnnMon 


ifcwBiiii^ awa 
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Plus 

• MuKJiityiMerestsm equity accounts of fuDjr consolidated mdodaUe subsidiaries. 

• Mutual thrift nonwidjdrawable and pledged deposit accounts. . ■ - • 

, 1 . 

• Accuiimlated losses on cenain aTailahle-foc-sale debt securides, and accumukt^ losses on 
■ quaU^ii^ cash-flour hedges.* 

Tier 2 (Supplementary Capital 

Her Z (toiitplMnmamiy) ompUa! ktcludm*; 

• Petmanent capital instiuments such asr 

— Mutual capital cetuficates and nonwithdnwable accounts not counted for Tier 1 capital 

— Cumulawe peipetual preferred stock. 

— Qualifying subordinated debt 

• Matarii^ capW instruments (for example, non.^jetpetual picfetied stock). 

• Allowance for loan and lease losses (AIXL) up to 1.25 percent of risk-wd^ted assets. 

• Up to 45 percent of unrealixed gains, net of unrealised losses on available-for-sale equity 
securities with readOy dcRtminable fair values. 

Note: Tier 2 capital may not exceed Tier 1 capital 

Totiri (Riak-bascS) Capital 

A thrift’s tofel ^sk-based) capital is the sum oft 

• Tier 1 capital 
Plus 

• Het 2 capital (to the extent that Her 2 capital does not exceed 100 percent of Tier 1 capital). 
Less 

• Redprocal holdup of the capital instcumcafe of another depository institution. 

• Equity Investments (usirgthe definition ofcquity investments in §567.1). 

• Low-levcl recourse exposures and residual interests that the ditift chooses to dedua using the 
simpUficd/direct deduction method excluding. 


O I» Ma al TSallt l i a i w iili tn ii 
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— The credit-enhandng inwreswanly strips alieady deducted from Tier 1 cs^tal. low- 
Wel tecouise and tesidual esamples {hrther below.) 

Risk-based Capital 
Oeiraral Osseriptloii 

Ute dsk-based capitad tequitefnettt capMrcs pnmatily ciedit nsk from oa-lKteice-shect assets aj»d most 
ofi’-balaocc-sheet commitments and obligstuons. CTTC tequites a thtift to rtainaio a totd mh-based 
capital radp equal to at least 8 petcent of assets aftet lisk 'wgi^tipg. l^pst thnfts ^mre^ .tis^hased 
capital ratio of 10 percent or higher in order to manage a well capitaUaed status. 

You deteemme a Jd^-w^gjbted assets by albtting assets among tbe mk-w^it categodes. Thece 
art four standard tisk-wi^t eateries; 0 percent^ 20 percent, 50 percent, and 100 percent^ The'risk 
wei^t depends upon the nature of the assets, obligors, and collateral. In general, if a patdcular item 
can be pteed in mote than one risk category, you may assign it to the category duit has the lower dsk 
wei^L However, the following procedures apply: 

• You convert off-balance-sheet commitments and eipoaues to credit equivaltnt amounts by a 
convttsion factor. You then risk Weight the credit equivalent amounts in accordance with the 
rules used ibr on-balance-sheet assets. 

• Many recourse exposures and direct credit substitutes generally requite a gross-up capital 
treatment 

■ Most tesidual interests receive a doUar-fot-doilar capital tceatment 

As$umii% die POA category of adequately capitaliacd,: the effect of this risk wearing approach is the 
following. . 


Ride Weight 

Btndtet 

Effective 
Ciqiital Charge 

0% 

No cfipital chai|;e 

20% 

1.6% 

50% 

4.0% 

100% 

8.0% 

200% 

16.0% 

DoUat-for dollar 

100.0% 


1 Th« a «lio 1 300% ihk wt^vaB®oiy wed in Ihe i>linp-b«*a tjipRacb. In ajdiiion, cettiia teas ttwin! « deUtr-fondslIir rapilsi 
tzesenent, equirslent n> s nik wr^^aing of 1 250% (dw reciptoeil of S«e die Hecourae secdon le«r. in dik Append 


en — 

WIIHIW IIBVKBCipBnnMNI 
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Risk Welghtii: Oii>Balance^lMat Assets 

A^et sppes not spedficsUy addies^ in die ti^uladoa autoimticalty eeccxve a IDO peteent d$k vei^t 
unless OT$ deteimkcs thata dilfetent risk wes^u; ai a di;%isttt capital treatment is appropriate. Biriow 
is a general suininajy of the risk wc^t backets: 

O Paneont Ithtk-UI^^ Cmtagoiy 

This category is for the lowest risk assets. This cattgory indudea: 

• Cash. . . 

• Obligations of, or folly guaranteed by, die foil buth and credit of the linited States Govetriment 
^eludes most G{<IMA obligations). 

• Balances at Federai Reserve Banks. 

20 Ptucent fUsk-W^ht Catmgory ‘ 

This category is for very high crcdit-<[ualiiy assets. The 20 percent risk-weigbt category indudes: 

• Securities issued by or guaranteed by government sponsored agendes ^dndihg Fannie and 
Freddie for eitample), txaptfor thm primpal cuff uemifys ^(POi), kHmit-ealf aamUts (lOi), and their 
equity securities. 


• Claims on, balances due from, and stock of the Federal Hot^.Iaian Banks. 

Items coUatetalized by cash held in a s^pgated d^xisif aefeount at the thrift. 

t 

• The portion of assets coSatcraBzed by the current market value o£U.S. Government seconties. 

• Assets conditionally guaranteed by the U.S. Govclnment or its agendes. 

• General ob%arioas of state and local governments. 

• Claims on domestic dqiositoty, institutions. 

• Asset-backed securities rated AAA or AA under the tatings-based approach, but cxdudiiig 
stripped securities. 

• Certain claims on, or j^iarantecd by, qualifying securities Etms. 

A amritiei firm in the United States is a brokendealet registered with the Securities arid 

Exchange Comnassion (SEQ that complies witii the SEC’s net capital r^ulations. A diffeent 
definWoB applies to fordgn-based ferns. (See § 567.1.) 

For a daim on, or guaranteed by, a qualifying securities firm to <ptaiify-for 20 percent risk weight, 
die fem must have a long-teim issuer credit rating, or a rating on at least one issue of long-tetm 


12BM 


161 


Appsiuiix A: Capital Adequacy Sectlca 120 


unseoueid debt, fem anetionalljr teo^nized statistiealiatiiig o^gsiBizsition (NKSRO). The ntitig - 
most be si one of the thiee highrat investment gtsde cat^des usol bjr die Nli^O. If t«o of 
mote I^^RQs assj^ tadi^ to the fiim, the most nse the lot^t tsting to detesnine whether 
it meets the tsUngrequkeiiHiiit. The firm ma; rdjron the tstts^ofits|»renCcoosoiU«imdcnii{any 

A soIIitetaUhed chum oiia.qualifyiog^ecnnties film does itothsffe to comfdfwtdi die rdd:^ 
lequirement if it meets all of die following tcquiiemetits: 


— It is a reverse iqnirchase/cepuixiiase agreement ot secimdes lending/bottotnng transaction 
executed uaiogstandard industry doqimenhidon. 

— It is coUatetalked by debt ot equity securities that ate liquid and readily maihetable 

— It is marked to market daily. 

— It is subject to a daily maigia maintenance letpiiiemedt udder die stanihtrd indu^ 
documentatioa 

— It can be liquidated, tetminated ot acceletated immediately in bankruptcy or siHiilar ' 
proceeding, a^ the security or collateral agreement will not be stayed ot voided under 
applicable law. 

SO PBfcoat aisk-Mtiig^t €rft6gory 

This tisk-wei^t can^oiy is for hi^ credit quality assets. The 50 percent . lisfc-wei^t cat^ory inriudes 
a Qualifiihig mortgage loans. 

a Quafifying muldfamily mot^age Ic»ns. 
a Qualifying residential construction loans. 

a Pnvately issued securities (excluding stripped ot subordinated secutitict) backed by ‘qualifying 
one- to four- fiunily cs muitifamily mortgage loans — where the underlying lows afe e^ble for 
so percent risk wa^t 

a Most state and local revenue bonds. 

a Asset-backed securities rand ‘‘A” under die ratings-based approach, but racluding stripped 
secudttes. 

QuaUfyiog nmngage lows ate residential first mortgage loans on houses, condominiums, coopetadye 
units, and manufyciured homes. Vou do not include boats, motor homm, and time-share ptOperdesi 
even if diey are a priihagr leadence. Loans must not be over 90 da^ past due. You induite mortgage 
loans on nit<rf-use properties that are pnmanly one- to feut-ftmily if dicy miat die qualifying ciitetia. 
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If a holds the fitst and junior 1ko(S) on a property, and no odier putjr hdds an intervening lien, 

you treat the tiansaetion as a single loan secured by a Bat Hen. Re&r to 12 CFS. §Sd7.1 for the 
definition of quafifjfi^ ntort^^ loans. Note that the definiticm refins to and incorporates loan to 
value (LTV) ditetia fiOin die't^l estate leading guidelines in SSSJ,101. Loans above 90 percent LTV 
win not tyjdcdy ijuaUfy for 50, percent fisk wei^t unless they have acceptable pavate tnoi%a^ 
insurance or other appropriate credit enhancement to effectively reduce thdr LTV to 90 peicent or less. 

Qualifyir^ muldiaffliiy mortgage loams must meet the specific edteda of die i^ulatkm that tracks a 
fiakral statute. (Reifet to the definitioa in 12 CFR $567.1.) 

Qaali^tog tesidenoal consttuedon loans must meet the specific edteria of the tegubdrm. (Refer to 1 2 
CFR§S67.1.) 

100 Pmvmtt ltlMkr1llta^0tt Catagofy 

This Is foe standard ask-w^ght cat^Oty. You place assets not assigned anotha risk wwghdng in this 
cat^ory (cxcludii^ assets deducted &om capital amd le^ual inteiests which hinre a doDar-for-doHar 
captsl lequinement). You inckde the foBowing,m.die lOOperaait-iisk-'iyeighrcattEgDiy: 

• O^nmetdailoa^ and commeicialreat'esGite loams. 

• Consumer loans, : 

• Second mottgage and home equity loans (except where you combine them with a quali^hig 
fikst mortg^ ~ see quaiilying mortgage loan explanation above). 

• Sin^e-femily and rauiti&mily housit® loans that do not qualify for the 50 percent tisk-weigh* 
category. 

• Constructioa loans. 

• Mortgage Jsacked securities not qualifying for a lower risk-wei^t lata^ofy, indodiii^ most 
stripped securities (POs and lOs) issued by government sponsored agendes (but exetudh^ 
subc^dmat^ daisscs, and excluding secmities,badred by subpiime assets). 

• OorpOtate debt securities. 

• Bonds iraued by a state or local govetnment where a private patty is tespohable for payment 

• Repossessed assets and loans 90 days past due. 

• Asset-backed securities rated “BBB” under the tatingS-based approach, but excluding snippy 
securities. 


Ommmr^p bt HMual FioM^ (ana oOimr pooled aaaotai) 

For investments in investment ojtopanjes, sudi as mutual funds, there are two alscmatives: 
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• You mif tfie tmtiie iitrestnleiit td ttie risk-wt^ht cxtqgoty appHisUe to the Hskiekt asset 
held in dec iaratment; company potUfeHo. 

• Yott may assign dififetent tisk mights to the fund on a pa>>iata basis, ac(^}tc!ing to de 
inyestoient limits fee de ddfetent in^mient categodes in the fiind’s pmspectuSk 


The lowest dsk wd^t for a mutual hind is ^ petc^t. 

OfFBalaiice^lHwl Risk Exposuras 

timdUt Comtar^km FaeUtra for Itmnm 

You deteimine risk we^ts fox most off-balaace-sheet items in a two-step process. Hrst, you multiply 
de fo:e amount of de hern by a etedit conversion &etor td 'ght de balance sbe^ credif '(^valent 
amount You den risk wei^ de credit equivalent amount based on de nature of de rallatml, de 
obligor, or qipe of asset 

EMwisItK CotivsrikMi Of SB olHwiiwicwsiisst item 

The drift has extended a S3CI,(M}0 home equi^ line of credit wtd a multi-year teem. The botrower has 
tmt yet diawn de }30,M)Q and de line of credit temains unfimded. As shown in de bulleted list bdow, 
de conversion factor for home equi^ lines of criidit for tetms over one year is SO pexcent Assume dat 
de line qualifies ftit 50 percent risk weight under die definition of qualifoing mortgage loan (datft, 
whioe it may be comUned Tvid de first mott^lge and riicie is no inttrycni^ lien - explained above in 
the SO percent risk wed^t section}'. ' 

• You mol^ity de. unfunded line by de JO percent conversion foctot; ?30,000 x S0% - 115,000. 

• You den risk wei^t de |15,000 that you calculated. $15,000 x 50% risk weight = a $7,500 
risk-weighted asset. 

• You multiply de risk-woghted asset x de 8% risk-based capital tequiremem. $7,500 x 8% = , 
$600. . . - " < 

As a result, de drift must hold $600 in capital for de unfondoi $3Cf,600 line. 

Note: For recoume mposutes, direct credit substituttSi and subordinate exposuns (odnt tfotU tesklual 
interests), you generally must first gtossrup de entire group of assets ot total exposure that de off- 
balance-sheet Item supports. 

There are four credit convttsiou fector groups; 0 pexcent, 20 petcenq 50 peiceM, and 100 petrent 

OP»emntCrmttt(^mmrskmFaetmOrot^ 

This group incliries: 

• The unusol pordem of unconditfonally cancelable retail credit card lines. 

• Unused commitments foiduding UP) wid an original matnrifo of one ytar or less. <TA£r 


rswiiniallnii llpalinnlr laflM.T 
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UP and cAer unused conunittnena widt an otigicu! matutit^ ovec one yeaT;^t}iejr aie uno}tiditiofia% 
cancelable at any time at die dinfi’s a/iJ die tbtift etdum (1) makes a squiacd credit decision 

before honoring each draw, or ^ at least annually pet&rms a ct«lit reriesr to determine sehethec or 
not die lending facility wiD continue. 

^PmvmatCniel^CammrBkm Factor Orvi^ 

lUs group is fora narrow set of trade-related cOntiitgendes. That is, shott-term, sdf^liquidatii^ 
jnstiunuints o«ad m finance the movement of goods snd colJatcralized by die undedjang shipment A 
commercial letter of cBdit is sm example ctf such an instmment. 

SO Pmn»ntCrmditComemtm Factor 

This group inchdes: 

• Unused portions of. commimiEHts, induding home equity lines of ct^t, with an otigfod 
maturity exceeding one year. 

• Most UP commitments vnth an otiginBl motunty over one year. 

• Ttans^pn-teiated coptingenoes bpq:^ pnd pe^m^tticts-bascd standby, 

letters’ of credit related' to a paidcular transaction. #ot exampl^ arianganents backing’ 
subcontractors’ and suppliers’ peifonnallZeJ.labSf arid nSatfcSsls oonttacts, aid consiructioh 
bids. 

100 PercaM Cradtt Cemrarakm Factor Group 

Tlus group includes: ■ . : . 

• Guarantees or finandal guarantee-type supdhy lettets of credit 

• Recourse arrangemeofs. . . y 

• Ifotward agreements with a certain drawdown. For example, I^aUy landing agtednditi to 

purchase assets at a spcd&od ftitute date. ’ 

• Risk parddpatiofla purdiased in biankers acceptances. 

Inatrm»t4ta^ mO Fanrign ExtOianga-nata Conbaeta 

The credit equivalent imount of an itttetest-rate or exchange-rate contract is die sum of diecuitent 
credit raqiOBUte (that is, the repUeement cost of the contract) and the potraitial future credit exposute 
of the contract You calculate diis as follows: 

Hty n with: R^lacemcnt value of die contract, that is, die fiiir value of the contract, but nut has 

than zero. 

^dd; Potential fiittae credit exposure. Tb ohrain potential fatnre credit closure yon multfoly 

the nodotial principal amount of the contract by the appiopriatx emit amverafon 
foctor. You can find the convetsion ftetora fioffl die chart; 


m fc s vSHim tiam ii Mni i 
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Remaining 

Maturity 

Interest rate 
^ozntacts 

Foreiga 

exAangerare 

<x>nttacts 

One yeas oc 
less 

0.0% 

1.0% 

Ovet one year 

0.5% 

5.0% 


Thea; Qnce you dctecmine the ctedit equivalent amount,'yDU as^o it to tfae tift-weigiit 

cati^ty sqjpropdate to the countetpait^ ot, if lekWiti tp 4e maw, of any-coBatetal 
or guaiantce. However, the natrimum risk weight is 50 percent 

Note: Ithete are certain excqitions to the above calculatioa for foreign exchange contracts with an 
oMgisal matnrity of i«s than 14 days, and for interest rate and exchange rate contracts, traded on an 
exdiange t^urang Ae daly J^yment of vatiadons hi the market value of dre contract Thrifts may use 
bilatetai netting to compute Ac net r^locement value (an multiple contracts wtA AeinmtcounKtpatty 
under cerialn condMons spedfted in Ae ngularion. 


Risk-Based tePiTAL Treatment for Recouiwe, Direct Credit 

SUBSTITIITES, and RESIDUAL INTERESIS 

On November 29, 2001, QTS and Ae oAet federal banking agencies issued a capital rule for tecmirse, 
direct credit subsntutes,aiKl tesidnal mtSKSts Aas:^. seci>ritizations,Tlw c^it^ rule addresses, many 
aspects of Ak resulting Bom asset securituattoic mtegtites somi aspects of CttS’s ptaripusly 

existing capita] rules and guidance for recourse and direct ctedit substitates, Ac rule is fot mote 
extensive m oriet to adAess a very complex, evAving sccutiriaarion maAeqsIace. This section oudines 
and h^rlights some aspects of Ae rule Aar should be of interest to many thrifts. Howevia:, because of 
Ae comple* nature of Ae rule, we recommend Aar you refer to the rule itself and its' extendi 
preamble published in Ae federal register, which are available Atou^ Ac OTS web rite at 

You can find Ae definitions peitsining to Ae rule along wiA oAer . terms u^in At OTS c^tal 
r^nisrions in 12 CFR §567.1. The capital treatment fiom the tiile is In §567.6A). Refer also fo CEO 
tetter No; 16^ “Implicit Recourse W Asset Securitieations” and to CEO tetter No- 143, “Clapit^ 
Tnatment of Recourse, IRicct Cretht Substitutes, and Reriduai Interests m Asset Seciitidaarions.” OTS 
issued Aese CEO tetters on May 23, 2002, provide iiiqjprtetit'»>4?0ein«tary fofoimatlt^. ■ . , ■ 

Throi^ the tvde’s reservation of ajithority, OTS looks to the substance of a ttanaaeffoti t^attBess “f 
how oActs.catigori!* Ac allocation of Ak. OTS may find that the proposed capital treatment by Ae 
Arift does not appropAtriy reflect risk to Ac tiirift. OTS may Aen requite Ae thrift to agfriy anoAct 
risk weight, conversion fiictor, or tteatment that OTS deans appropAte, 

This part comaks three sections: 



a Capital TreaAent for Reriduai Interests. . 


OHMefltafllSivanMiin 
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• llie Katio^tnscd Afiptoacli. 

Capital Tmitment for Recourse and Direct Credit Substitutes 

RscoiirM 

Tht tetm i^oiK refm )» tettoticn, in fonti ot in sialtttznce, of ais; cteditiisk diiectiy or 

ittdke^ jfsaotmted witii an asset it has sold. A recoiuse obligalion t}!;ncal!y adses sirhea a timft 
tnoisfets an asset in a sale (a ssde accotding to gefletally accepted accounting pnnciples) and retains an 
ob^adon «o tepntclme teasset or tcf otherwise absoib losses' on die asset Examples of recourse 
oWi|ati 0 ns indudei 

« Assets sold under an i^teement to repurchase. 

• C>aUt-enhancmg leptcsditations and warranties related to sold assets. 

• Retahud loan settridng with an agreement under which, thrift is respcwAle for losses 
assoqated with the loans serviced (except for servicer cash advances as definod in 5567.1), 

. 5 ' . I • 

• dean-up calls on assets sold (except for clean-up calls that are 10 percent or less of the Oi%inal 
pool balance and that ate exerdsato at the option of die thrift). 

• Cmdit derivatives that absorb mote than the djriIVs pio ^ata ?h*r* losses on . transferred 
assets. 

ii- (-• .s.. 

• Loan stt^ sold where the maturity of the transfetOEd poriion of the Ipra is shorter than the 
cemnritment under 'tdiich the loan is dtatih.' 

Kecoutse ewi also exist in^ddy. Inqilicit rtfcooise arises tahen a thrift t^totjrises aSSets, absorbs 
losses, or otherwise supports assets t^ it has strid, in instances where it is ds/sswOWrifa®' rtpimd to do 
so. Uefea aiso to GEO LetterNo. 162i • 

As with Other off-balance-sheet eiqxisutes, you must convert a recourse exposure tp an on-balaaa- 
sheet asset by- obtaimng a credit crjuivaioit amount. Indie caseof a simple loan sale widi recourse, 
wUch imty or may not involve asset seditirization, you convert die entire baiance of the loans sold to 
an on-balance-Sbcet asset .using the 1 00 percent conversion betpr. 

In riiany instances a thrift retdns a recourse e^iosure diat.is limited in dtdlat amount or as a pcrcwitage 
of assets transferred, but'is designed to absorb the first.lpsses that occur for foe entire pool of 
transftnred .assets. The tecoutsc exposure .thus absorbs moft-^uut^itspro rata short kssss. As a result, the 
general capital tresnment for recourse exposurts is gross-up, uheteby the dirift must hold capital for the 
fill amount of foe tranafetred assets as if they were sril on the balance sheet OXS applies to tdarively 
rigorous capital treatment because' the tecouiSe exposure receives mote than its pro rata share of risk; it 
has the concentrated risk of afl of die assets senior to it in the pool 

Tbetcfijre using foe tetpriied gtoss-up approach, you obtain the credit etprivaloit amount ^ 
mult^iijdng foe fit amthtt tf tht sttSt-tHhamn! asstts for widdi foe dirift dfteedy ot indiiecdy cetains or 
assumes credit risk by a IM permit mmsmfattor. You assigp this credit eqiavalent amount to the tisk- 
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ott^oty qipt^oats to the obfigoc in tbe onciedyiiig tnmsaclion after omsideting any associated 

gnaianb^ or colktetaL Howeret, the foUosring points apply; 

• A diiifi dof^^*fiot base tt) hoU teoouise dental quaS^ing'Btoltgj^’li&ns (S6'|Ktees^dsk' 
wd^t 1-4 &mily loans) that h has sold, if the sales conteaa allows only a 120-day gedod for 
mum of those loans. The ihdft must have odgjnated ^ learns widiin one }«c he&te sain 
This esEcqtdon would apply to a simple loan sale as wdl as a sale of loans mto a secudtteadOn- - 

• There is an exoptkm to the gn>ss-iq> treatment for low-letiid tecouise ei^iosiites where 
tecootse it t^ally and contractually Qmited to an amount kss dian the on-balance-sKeet d^tal 
tequitement QTS limits the cspital requirement to the mraimum eiqiosure lather dian the foil 
ordinary capital reqtdremcnt. 

■ A tadn^-based approach aliows a thrif): to reduce its capital requirement fix lower-dstq b^y- 
rated recourse etqjosures. 


A tiui& has sold $100 in quali^ing mortgage loans (that is, 50 peteent risk wei^t 1 -4 foimly loans) inm 
a maidtiaation with an agteement toiepuichase them fot up to ISO days. Until the lecoutse pociod 
expires, total risk-weighted assets must include; ^100) x.OpO percent conversion foctoi) x (50 percent 
r.w.) = $50. Thus, the capital tequirementis: $50 x 8% = $4 

Note : Ifthe sales agteement limited the recourse to 120 dayspr lOK; them wtHiW be no csjrital requirement 

Bxwwptei Low4>»el roeouraw 

A duifo contractually limits its nnedraum tecotme oqaoi^ie to less dim ^ nonnal pn-balance-sheet 
c^tal requiiemcnt for the asSera sold with tecouTse For example, if a thrift sdls a $100,000 mortga^ 
loan widi 1 percent recourse, it it lidile for $l,O0O in losses, tequiics the dmft to deduct $l,OO0.in 

computing die numerator for risk-hased captel’ ■ ■■ , . 

(This is in h'eu of die thrift holding $4,000 in capital - i^umit^ die loan qualifies foc'50 pment risk 
weight- . . . 

The thdfl may report this capital tequitement ineidiet of twO ways: •(!) a simpfified/dheca doduet • 
approach whete the thrift deducts the amount for computing total risk-based catarab or (2) a risk- . ' . 
wri^tedspptoash'Vidieictbe thrift inulaplies theexposuteby 12.5 (the tee^eocalof SVs). In tberisk- 
wel^ted method the thrift multiplies die $1,000 capital tequitemmt Iq; IZA.^ot a risk-wh^teri asset of 
$12,500. Then, when the thrift multiplies $12,500 rimes the 8% risk-based cafdtal tequaemenq die 
lesult is a $1,000 capiral dhatge. 

mwu OmtKt StO^tttutmm 

A dirift can guaranty, putdiase, or assume a recourse exposuie Item another or^mixation. We geaetdly 
refer to these exposures as i&ta credit absHiutu. A purchased suboidinated security is an orample qf a 
direct credit subsrinite. Direct Credit substitutes can be on- oi off-balance^.rfiect Examples of diiaS: 
credit substitutes include: 


Oiif attlaX Siw a wSsI s w 
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SecUon 120 


% Hnatidal staodl^ letteis of credit that au^jott fiaaodal claims oa a third ]pa% that ifaceed the 
thtSfifs pro tata slufce Of die fiaandal c&hn. ' ' 

• PiucfatBed stdioidiaamd intetests that absorb mote diaa their ptct tata ahai^ of losses.fiom ,the. 
tiadetlyi^ assets. 

Whraa thriftpunha^ aiiaMSha^ds^-iiieWiime^orstaiilatkitetrat^ die thrift goieialljr must 
^sS-up the tUc eip^ufe in otder to deteimine the capital reqidrcment This means that dm thiift 
mast hold coital against the total amount of die subotdinated j^iUat^ plus ^ assets atfllor to it; . • 
Howeaet, the lota-level rccomse role can applf to direct credit subsdtcitxs, and the tatit^hasM 
appiOadi ma^ also i^pfy. 


A thrift has putcha^ the first; dollar loss sabotdinated interest of $5 in a secuthiaadoii.of JIQO in 
(jiialii^ing mot^s^ loans (1-4 fainiljr 50V« risk weight loans). The thdh must gtoss-up id eiqiosure to 
indude ^ ei^osutes that am mote soiior to die secuti^ that the thdit otnisi Thus .die thtifr must 
convert the flOO balance of die pool to an on-lMiance idieetasset at a lOoVs convene® fatsor. Then, 
die thrift riskswagfits. the loans at 50%, resulting in |50 in tisk-vreighted assets. The o^kal 
tetpiirement is ^0 times 8 percent = J4. 

Note: This example assumes that the first dollar loss position is>ftst a credit-enhancing I/O stop 
Residua! Interests below). 

■ 'K. ■ i 

C^tm! Tiromtment for Rvtkhml liOeremta 

Residual interests are on-bajancershtmt risk exposures arising ftom tales (ttansfias) Of fii^dal assets 
that exposen, thrift to credit mfc On thbsj pagsf^ed'assets that exceeds a pro rata share of any claim 
that the draft has on die assed. Residual Imec^ .<ip ineluda interests puteba^ ftom a diitd party, 

subendmated interest in assed fotmedy own^ by the thrift 


The standard c^tal treatment for most residual intetesd is < 
one doQac lit capital for evety one doUat in residual intetesd. 


dnUarjerMlar. That is, the thrift must hold 


A thrift has tctimied die first dollar loss suhonhnated jntetest offl S in *(r «>* seamliss^m of |WX) in 
quali%ing mortgage loans (50% risk weight 1-4 family). The risk-based capital rei|uitement is flSithat 
is, 1 1 of capital for |1 of residual interests - doBat-fot-dollar cap4taL 

Similar to the low-levd mcourse exan^le, the thrift may report this capita! requirement in dther of two 


A simpBfied/diiect deduct approach where the thrift dcdiicd the amount for compoiit^ total 


A risk-wei^ted apptMch whta* the thrift multiplies the exposure by 12.5 (dm redprotal of 

8y«). 
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I& the Qsk-wei^ted method the thrift midtiplies the $15 capital nxpftement % IZS for a risk-tK%hted 
a;set of f 1 87.5, 'Ihen, adsoi tlw fhdft moltipUes $1874 times the dsk-bpi^ o^tal requirement, 

the result is a $15 ea{»tal thai^ 

CmMr^kthtmehtg Str^ 

Gtedit-enhandng mterest.<ml 7 strips (CE I/Os), uheriier rctamed or purchased, pose lughK risk than 
most tesidisds. If a thrift has a copcentrarion of more han 25 percent of llet 1 aqntal in CB 

I/OSj it must pM T«r 1 a^llaJi the portion of CE 1/Os that ereeeds 25 petcentpf IStr I ctptal. 

Boampfoi CretUt-wilMncliHi VO attliw 

A thrift has the first doOat Iciss subordinated interest (whether retained of purchasdQ that is a cteefit- 
enhancing I/O strip, of $15 in a securirization of subprime auto loans. Her 1 capital is $40 at onset 
The thrift does not ktve any other CEl/Os.‘ ' ■’ V'--'- 

• 25 pereent of $40 is $10. $15 Oceeds $10 by $5, sci you deduct $5 in computirig Tkr' 1 cspitaL 

• T!etlcai%alis$35. 340-$S = $35.) 

• The thrift mvtst also hold $10 in risk-based capital ft>r this ex};a>sure because you deduct the 
same amount, $5, as above ftofn the $15 I/O strip. The thrift must hold dolW-fiar-dollar risk- 
based capital againte foe remaimi^ balance. 

Hie Raflngs-based Approach ,t^. . 

The catings-based approach allows for the pcMslbility of a lower risk-based capital teepnrement 
(reflecting less risk) for certain recourse ditecn credit substitutea^ and residual interests apsing ftciffl 
asset secatritmtiori. Ratings must be fiom cirie or more KRSROs, for example Standard Sc Poors, 
Mcxjdy’s, and I5tch Ratings. Exceptiocis to foe rating-based approach include: 

• Gredit-etihandng I/O strips are flel eligible feWthetatingS'^based approach. 

• Bonds notin security form are not eligible. ■ i , 

• Bonds not backed by assets are not eligible. 1; 
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subsidiat^s pmntuy Emulator) in older to determine whether the subsMwy’s excess capital is 
tiansfetable and ayailaUe to support the patenL D^jendrag t^ton the outcmne of diis analysis, 
decides whether to permit inclusion of the subsidiary’s excess oipitiiL 

(^|H|sl Tipatnumt ftsr $uft*ii<l!nesKS 

For GAAF and TFR reporting purposes, the thrift ordmaiily consoUdans the assets of its includable 
subddiaiyinto the parent. Fortier 1 capital, (he sibaidiaiy's assets comprise part of tfaeparcnt’s 
adjusted total assets on schedule CXiR. For dsk-bstod ci^ital, the thrift risk we^ts thesubSidiaty’s 
assets on schedule CCR along with its own. , 

WnnliielHalaMo SiibsrttllagfCT 

When a GAAP-contolidated sul^diary is not ischidable for tegufttoty espital potposes, the doiftmust 
detmnsolidale die snbdcSaiy’s assets and liabilities, and deduct for Tier 1 cs^iital ift investment in that 
subsiduuy.’ the thrift makes die deduction on Schedule CCK. according: to the insliactions and diis 
does not affect Schedule .SC or repotting under GAAP. This deconsoiidatiem and deduedtjn ^qitoadi 
means that the subsidiaiy will be looted for capital purposes; its assets hot Ihdudcd htidt those of the 
thrift, and its capital not included in die dmftV capi^ base. The cs^ital deductioa wUl indude die 
following 

• The parent’s equity inyestment in the subsidiary. 

•' The patent’s loans and other advances to die subsidiaiy. 

• Where applicable, an amount representing any guarantees by the patent of the subsidiary’s debt 
made on behalf of a third party. 

Cmpitml Tirmitrmmi tor Equify Invwtmonta 

When a thrift does not have majority ownershqi of a subordinate organization, it generally dots sot 
(topsi^datc theastuss of the soitotc^te otgani^ou with the patent Inst^d, the thrift uses die equi^r 
Method to acEOiBit for its inves,tment in that suboedinate oiganizaiioa In the equity method, die dm'ft’a 
investment in die subordinate organization is a thrift asset for GAAP and for Scheijkile SC The oqiital 
treatment, however, will generally depend upon vebedier or not the subordinate oiganization eog^es 
solely in activities pefini^ble for a national bank. 

Includabla AetIvHI— Onlv 

The thtifi’s investment in the subordinate ewganizatioo is a conqto*to“t of adjusted total assets for 
regulatoiy topltal purposes. When computing the risk-based c^td rcqmreitient on Schedule CCR, die 
(hitt risk we^ts iti! investment in the subor^ate organization at 100 percent The dirift ck^ not risk 


^ TSaie is meacepWm to tfaiaawoaiatic dedwtioe twaWwntSaaioe 12 IJSC tSfi4($^caeii^W fe«n autweilW Svetlan UWac 
sobtHilif Uepotitmy iatltBlioBJ acquicodi bdbte 1, 1989, rwa tboo^ diejr iniy be fa KdvhiM not pennWMs fbc a 
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weight die subpidinate o^aob:adon’s w;ets, only die {latent’s itivestiwsit in the subetdinatc 
otgaiikation, 


WaiulWCllwIllM* 

If die subptdinate oj^aohrattbs eigages inacdvities dut ttt oonkdudable, the du^'sfaoi^ 'deduct its 
investment in die nonincludableactivi^fet Her 1 capital The capital deducdc^.wflthidibe the, ^ 
fpUowij^ 

• The parent’s equity inveatmeat in die subaidiaiy. 

• The parent’s loans and odier advances to die snbsidkty. 


• Wife ^pBcabie, an amount teptesenting any guarantees by the patent of tfiS siihsicUaiy’s debt 
made on behalf of a diiid party. 

The use of intetmedkie otgudzatibns, 6r the I^al fiatm of oj^^mkalion, will not affect the dedocdon. 


UmsenmtUm Authority 

In some instances, OTS uses ia resetyanon of authority to impute (or permit) deduction, ot 


deeonstdid^on aaif dedocdon, of a subordinate ot^anizadon that would not odiennsc be so troted. 
Where OTh uses ia reservation of authority, a simple deduction fixim TTct 1 capdbd would s^ply to a 
subordinate organizadon repotted under the equity mcdigd of accooodhg per GAAP-, whereas, 
deconsolidation muf deduction would apply to subsidiittics consolidated under GAAP. 

You may consider vdicthet to teoommend to your tcgionsl office dcduridon of iavtOmentm or hau to a 
subordinate otgaiiizadon using the reservation of authotiQ>i Irr some instances, a thrift tequfcsa t 
deduction approach. OTS reviews the request and then decides whetheriti) approve it. 

ConstriKstlon Loans ' ' t ■ • » 


Qmstruction loans receive a 100 percent ask weight unless they nititt die deftniliOn of quali^iiij 
residential ooiattHcdon Ioaia(bcIt)w),ot di definition of (jualifying mortgage loans (that is, bans to 
individual borrowers, for die construction of their own homes that meet the defiriition in §507'.!). 


Qomiuyirtg MmoMorttiml ConotrucOott Loonm 

Qualifying lestdential construction loans, also referred to as residential bridge loans; have similar credit 
risk to sit^e-fiunily residential mortage Ic^s. RCsidenlial consttuetion. loans nsistmeep ^pedfic . 
criteria In otda to qualify for a 50 percent risk wdght. You may review the definition of qualifying 
residential ccmstruction loans in §567.1 . 


Lomi9-hi4‘riocoS9 

Many tiitifts initially record a cnnstructkin loan as a debit entry to loans receivable equd to die gross 
smount of the loan. They in turn make a credit entry to a cOntta-asset account calkd, “bans b process 
of disbursement’ (UP), A thriff then reduces die IIP balance with each disbursement of funds. 


MCea aflliiM SliwanMM 
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For Close infosniatioh ztid giudancc oil 'FPS sefe ip Thsifi Bulletin 73a, Investing in Cofsiploc 
Securities. 

Tier 2 Capital liutruments 

Sectkm Sdi74(b) die components bf Her 2 capital^ induding/snwvann'n^iSit/saia^^ and 

matm^g afilal imtmmmk. These gtoups inchide certain t^pes of debt inmunients afe Iflse capital in 

diets capacity to absorb losses, 

ffoneaneitt Cmpftml li»Uvma»ts 

A thrift can genesdl^ include pennanent capital instruments in its Her 2 capital. Fetmanent coital 
insttiirqents may indude: cbmulatiTe and other perpetual ptEfetred stod^‘ mutual capitd: chttificates, 
perpetual subordinatoi deb^ and mandatcny convertible subordinated debt (csgntal notes), Eefier to the 
rc^niatioa for qualifications and odier Instnnneats in tbis gtaiip. 

Msturfiap Cepfte/ AtsCri^iMCs 

Maturing capital instruments indtide: 

• Subordinated debt (cxduding perpetual subordinated debt - see above). 

• Intecnediate-tecn ptefiaxed stock and an^ telateci sushis (ad^tiooal paid-m capita]), 
a Mandatory convertible subordinated debt (canunicnent notes).. I '' 

Refitr to the regulation for adcfifional details Hie dc^grec fo which a thrift can ihdude these insttuments 
in Tier 2 capital decreases acootxiing to ^ fbmiulas and cdtetia described in $567.5^)^), 

Thrifts that issue maturing capital instniinents must choose between two options for r^ulatoty capital 
tteatmenb Once a thrift selects an oprion, it must use that same option for all issuances outstancfoigat 
diat time and for any subsequent issuances for as long as thetc is a balance butstandit^. Orioe foe thrift 
repays all outstandii^ issuances, it may dect a cfiffetent c^on for fiiture issuances. 

Lininb on Pass-Through Insurance Covorega 

Nbtmalty, FDIC deposit insurance coverage (|10Q,Q0Q per account) passes fotoi^ finandal 
intermediaries such as employee benefit plans to each benefidal owner (fot exan^ile, to each emjdoyce 
participant in a plan). However if a thrift fids bdow PCA well t^pitalized Status, foe FDIC a^regates. 
for deposit insutance {uirposes, any dt^sit that the thrift accepts (new, rolled-over, or renewtsi^ 
fojou^ an cmplciyee benefit ^an. The FDIC aggn^ates foe deposits at foe |dan-administratbr or 


‘ A thrift miy OKMoete ra OfWpcdiMtd vtvck tiat % in cSkc tVSitaalnal by wcU ofdw didft or voe of in iiila>dia!ia,<ii isn)^ 

by a.nnninduAtbIg subririiaiiy. 


ntOM BnanMalliialli 
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Ict^ ^ &ea die deposits do not qualify indhndually for pass-ditoi^ insutaupe.’ The 
faiitatioa a&cts the feilowin^ t^tes of i3iq>k>yee benefit accounts and plans: , . 

• 401 (b) eettenent accounts 

• DefiiKed compensation plans 

• Kebi^ plan accounts 

• Ctstpotatcpcosionplans 

• I'tofitrshanog plan accounts 

Simplified Employee Pension plan accounts (SEPs) ate not Subject to Ac liMuitioiu 

If a thrift fiiHs below well capitalized status, it must notify affected aoxnmt hoidets. Man^ement 
stould have proCaduies in place to monitor capital and notify affect j^iSties. AckfirionU idfotmanon 
is in K^ulatory Bulletin 33a, available on the OTS website. The tielcvant ccgulationscctkin is.§3^.14, 
especially §330,14(h). 

Net Deferred Tax Assets 

OTS places limite on the inclusion of ’definxed tax assets in a thrifi'^s Her t capitaL You may find OTS 
policy in Thrift Bulletin No. 56. To the extent that the realizafipn of defeteed tax assets dgtends on a 
thrift’s future, taxable income (exdusl^ of reversing temporary diftcienccs and carly-foiwards)^ or its 
tax-plannu^ sttan^es,. defeitrf put assets may not^exce^ die lesser of: 

• The amount that die thrift can tedize within one year of the quarter-end report date. 

• Ten percent of Tier 1 (co(^ capital 


’•nuige5Brinifc«pt*»uol«>i 

du FOIC Bt pnmilcs sjxdSc ootke ts the plan depDsiKK each dme a depoah h aceeptcri. Keftc to BB ^ Sx aea rioiB. 
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Section 120 


Prompt Corrective Action Restiietioiis 12 CFR §5^fi 


Categoiy 

Salrhllm 

Wdl and ideqnatil^ capl&Hzed 

Omuit pi^ dividoads or nsQa^mmt to <to&tn4Ung perK»is if it cendt 

in uiidcri»^its!ization. 


Mandaterf acOowj 

• Citoitaldistribatioosa&diiRuu^an«itfiM»n^^ 

• Qptai plan required. 

• Monitoticgofco&ditioa and eaidtal plan, 
e QtowUi restricted. 

a Prior approval of certain ejqra&sion propo^ nidi as acquuldoi^ bcanddse 
and new lines of business. 

Sigattcuiflr (MercapOiitlzcd 

M«Bd»torT»eaiMH! 

• Activity restrided. 

• Pa^nentsonsubndinateddditralrictedL 

PlKTCtloaamMtiOBi! 

• Require lec^^alization: 

— Issue stock, 

— Requitoacquisttiosfifgrciundse^^appobtiiigacoa^nratoror 
re(»iver), 

• Restrict intetest rata paid. 

• Irapose more striogoit asset grDwtorestrictk»is(K require shrinkage^ 

• Resect activities. 

• Inqirove management }fy re^urmg die Section of directors or engik^nnent of 
quailed senior executive officers. 

• Prohibit dq>osits£roaicooespoiident basics. 

« Require prior iqiproval for ci^ital distributkais b^ a bask holding compasy. 

• Require ^vesUture. 

• Require ofoeracdoiu foe regulator deteRsinesiQipt^iriate. 

CriUc^ UMenapItaUzcd 

• AedvilieiiEstricted-Aswciiitioiismtyiwt 

— Enter into any TOtetultmuactiomathct dun in tlie«a«lcwine of 
business. 

— Extend credit inr any hic^leVer^edlrsrisactibn. 

— Amend the sssodation’sidiarter or bylaws, except tp the ««at necessary 
tBcattya«taiiyodiermqnirar)eatofaayIsw..ti^ibtioii.orf»^. 

— Mate any material change in arxooiitiiig methods, 

— Engsge in any covered tmuactini. 

— Fay excessive compensadon or bonuses. 

• Payments tmsubmdiiiated debt prohibit. 


iaoc.1 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR VITTER 
FROM ERIK SIRRI, AS ANSWERED BY DANIEL GALLAGHER 

Q.l. How many banks have asked to return TARP funds officially? 
Unofficially? 

Q.2. Have you told any banks that they cannot return TARP 
funds? 

Q.3. What is the process to return TARP funds? Do they just mail 
it back to Secretary Geithner? 

Q.4. If a bank asked to return TARP funds, why would they be de- 
nied? 

Q.5. What provision of law would justify a regulator or treasury de- 
nying a bank’s request to return TARP funds? 

Q.6. What changes, if any, to the law would have to be made to 
prevent a regulator from forcing a bank to keep TARP funds? 

Q.7. What would be possible negative implications of allowing any 
bank/company to give back TARP funds at their discretion? 

Q.8. Do the regulators have the necessary authority to deal with 
the consequences of TARP funds being returned over regulator ob- 
jections? 

Q.9. Are you requiring banks to hold capital above the statutory 
definition of well capitalized, and if so why? Anecdotal reports indi- 
cate that examiners are requiring an additional 200 basis points of 
capital on top of the well capitalized requirements — is that true, if 
so why? 

Q.IO. What are you communicating to the examination force on 
these issues of TARP repayment and capital requirements? Please 
provide any relevant documents or training materials related to 
how your agency is instructing examiners to treat capital. In H.R. 
1, Congress has said the TARP money can be repaid, please pro- 
vide information which documents how your agency is getting that 
legal change out into the field. 

A.1-A.10. Thank you for the opportunity to respond to questions 
for the Hearing concerning “Lessons Learned in Risk Management 
Oversight at Federal Financial Regulators,” held March 18, 2009. 
To better explain our role in the context of TARP activities, it may 
be helpful to first describe the SEC’s jurisdiction in the current reg- 
ulatory system. 

As you know, several statutes, primary among them, the Securi- 
ties Act of 1933, Securities Exchange Act of 1934, Investment Ad- 
visers Act of 1940, and the Investment Company Act of 1940, grant 
the SEC authority to regulate, among other things, public disclo- 
sure to investors, governance and accounting standards, securities 
exchanges, securities broker-dealers, municipal securities dealers, 
clearing agencies, investment companies, and investment advisers. 
To promote fair markets and to protect against fraud, the SEC con- 
ducts examinations through its Office of Compliance, Inspections, 
and Examinations (OCIE) and investigations of misconduct 
through its Division of Enforcement. 

The Exchange Act is the primary statute governing broker-deal- 
ers and covers a wide range of issues, including broker-dealer reg- 
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istration, sales practices, trading practices, and financial responsi- 
bility. In addition, the Exchange Act confers legal status upon self- 
regulatory organizations (SRO), such as the Financial Industry 
Regulatory Association (FINRA), to enforce compliance by their 
broker-dealer members with SRO as well as Exchange Act rules, 
subject to SEC oversight. The SEC has long promulgated and ad- 
ministered financial responsibility rules for broker-dealers, includ- 
ing the Net Capital Rule, Hypothecation Rule, Customer Protection 
Rule, the Commission’s books and records rules, reporting require- 
ments, and the early warning rule for broker-dealers regarding 
their capital levels. 

The Consolidated Supervised Entity (CSE) regime and Appendix 
E of the Net Capital Rule that were largely the subject of Dr. 
Sirri’s testimony stem from the SEC’s authority to regulate the fi- 
nancial responsibility of broker-dealers. The SEC was prompted to 
establish the CSE regime in 2004 by the perceived need for group- 
wide risk monitoring. The firms were concerned about the require- 
ments of the European Union’s Financial Conglomerates Directive, 
which essentially requires non-EU financial institutions doing busi- 
ness in Europe to be supervised on a consolidated basis. As dis- 
cussed in Dr. Sirri’s testimony, Goldman Sachs, Merrill Lynch, 
Lehman Brothers, Morgan Stanley, and Bear Stearns consented to 
consolidated supervision at the holding company level by the SEC 
as a condition of the use by their U.S. registered broker-dealers of 
the alternative net capital (ANC) computation under Appendix E. 
Of note, the Commission has not otherwise altered the net capital 
rule for broker-dealers. 

As a result of the unprecedented level of distress in the financial 
markets that began in the Summer of 2007 and has continued 
through the present, each of the remaining investment banks 
(other than Lehman) that had been part of the CSE program have 
been reconstituted within a bank holding company and are now all 
subject to statutory supervision at the holding company level by 
the Federal Reserve Board. Under the Bank Holding Company Act, 
the Federal Reserve Board has statutory authority to impose and 
enforce supervisory requirements on those entities. 

The SEC continues to work closely with the Federal Reserve 
Board and other banking regulators concerning risk management 
oversight of these large financial conglomerates, but focuses on our 
statutory obligation to regulate their broker-dealer subsidiaries. 
Since the SEC no longer oversees the holding company as a consoli- 
dated supervisor, the SEC typically would defer to the relevant 
consolidated supervisor on matters concerning the holding com- 
pany, such as holding company capital, liquidity, leverage, risk 
models and methodologies, stress testing, and contingency funding. 
The receipt, use, handling, and repayment of TARP funds generally 
would fall under this category. 

In addition, as you know, the TARP was created pursuant to au- 
thority granted to the Secretary of the Treasury under the Emer- 
gency Economic Stabilization Act of 2008. Since then, a number of 
programs have been developed under the TARP with the goal of 
stabilizing the financial system and restoring the flow of credit to 
consumers and businesses. As administrator of the TARP, Treasury 
has the authority to determine eligibility and allocations for inter- 
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ested parties and sets terms and conditions for participants in 
TARP programs. I understand that this is done in consultation 
with the appropriate Federal banking supervisors. Further, on 
June 9, 2009, Treasury announced that 10 of the largest U.S. fi- 
nancial institutions participating in the Capital Purchase Program 
(CPP) had met the requirements for repayment established by the 
primary Federal banking supervisors, and that Treasury had noti- 
fied the institutions that they are now eligible to complete the re- 
payment process. Many of these institutions have now made their 
repayment. 

Under Section 104(e) of the EESA, the Chairman of the Commis- 
sion is one of five members of the Financial Stability Oversight 
Board, which is responsible for reviewing the exercise of Treasury’s 
authority with regard to the lending program and making rec- 
ommendations to Treasury regarding the use of that authority. The 
Commission, however, has no direct authority over the terms of the 
lending program and does not functionally oversee any of the fund 
recipients. The SEC continues to monitor and take interest in ac- 
tivities of the holding company or other affiliates that would mate- 
rially impact the financial stability of the broker-dealer. 



